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ABSTRACT 


itempilmmmOse Of this tnesis 1S two-fold. First, it seeks 
to develop a defense industry perspective on depreciation in 
general and Cost Accounting Standard No. 409 in particular. 
The historical development of the Standard and the issues 
Beene from 1t provide a framework for evaluation. Second, 
it evaluates these issues in present terms with accurate data 
Perec tIing the opinion and experience of industry represent- 
atives. Data were gathered by the use of a questionnaire. 

Results show that the Standard had a fairly modest impact 
Smecne defense industry. 

Recommendations are Made concerning the issuance of Cost 


Accounting Standards and areas for future research. 
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eee ROvVUCTION 


Over the last several years there has been a growing 
concern within Congress, the Department of Defense and the 
defense industry over the procurement of weapon systems. 
Throughout this period rising inflation and increased weapon 
System sophistication have faced the spectre of limited fis- 
cal resources. A wide variety of industry practice and 
diverse government regulation clouded the procurement process 
and made cost and pricing data difficult to evaluate. 

Busthe beginning of the decade the Cost Accounting Stand- 
apas Board (CASB) was created to establish cost accounting 
principles to achieve uniformity and consistency in estimat- 
ing, accumulating and reporting costs on all negotiated 
Semenpacts. One of the promulgations of the Board, Cost 
Accounting Standard No. 409, entitled, "Depreciation of 
Tangible Capital Assets," was involved in an embittered 


controversy from its inception. 


Pee RPOSE AND OBJECTIVE OF RESEARCH 

The defense contractor, as a condition of contracting 
With the Government, is subject to a multitude of regula- 
tory requirements. This study focuses on one area of this 
regulatory body, Cost Accounting Standards, and attempts 
to measure the extent to which a particular Standard has 


impacted on the defense industry. 


eae 





Mive Objective Of this study 1s two-fold. First, it 
seeks to develop a defense industry perspective on depre- 
Ciation in general and Cost Accounting Standard No. 409 in 
Mmeetcular., 10 this end, the historical development of the 
Standard and the issues arising from it provide a framework 
for evaluation. Second, it evaluates these issues in present 
terms with accurate data reflecting the opinion and experi- 
ence of industry representatives. This objective was met by 


gathering data by the use of a questionnaire. 


Poti MeENT OF THE RESEARCH QUESTION 

Mamoeste Tescarch question of this project 1s: What is 
the impact of Cost Accounting Standard No. 409 (Depreciation 
Seelangible Capital Assets) on the defense industry? 

In attempting to answer this question, the following 
Subsidiary questions will be explored: 


1) In the opinion of the defense industry, how has the 
Standard affected the contracting process? 


Z) How has the Standard affected the accounting practice 
of the defense industry regarding depreciation? 


5) What costs, if any, were incurred by the defense 
imadustry in implementing the Standard? 


4) Have cash flow and capital investment by contractors 
been affected by the Standard? If so, in what way? 
Geel iMiTATIONS AND ASSUMPTIONS 
fe Limitations 
The study of Cost Accounting Standards is a broad and 
map lex SUbjJeGE which Can be influenced by the individual's 


Bemspeetive. Interpretation of a particular Standard may 
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differ depending on whether the viewpoint is that of the 
miter 2eGor, CONtm@acting officer or auditor. In setting 
standards, CASB attempts to weigh the costs and benefits 
associated with them and balance their impact between the 
Gomeracting parties. This study focuses primarily on the 
perspective of the defense industry. The viewpoint of the 
Meeeuring agency and auditors 1s expressed as it relates to 
particular issues and where it previously existed in the 
meberature. 

Although an attempt has been made to be as compre- 
Memetvye 25 possible, space has prohibited this study from 
Stating and analyzing every issue that has been expressed 
by the defense industry since the Standard's inception. 

Only those issues and problem areas which have been deter- 
mined to be significant concerns of industry have been 
presented and explored. 

The timing of this study posed a limitation on the 
researcher. Several consultants expressed the opinion that 
many companies had not had enough experience with implement- 
ing the Standard to provide any useful data. On the other 
hand, it was felt that contractors would likely have a 
Clearer memory of their implementing plans and any problems 
encountered. The study, therefore, was undertaken with the 
hope that a baseline might be established for subsequent use. 

2. Assumptions 
This study assumes that the reader commands a general 


knowledge or familiarity with depreciation and its accounting 
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mecatment £Or Limancial reporting, defense contract costing 
and income tax reporting. It is also assumed that the read- 
er has a broader understanding of the defense procurement 
Pmeecss, With particular emphasis on the role of the Cost 
Accounting Standards Board and the relationship of its pro- 
mulgations, Cost Accounting Standards, for defense contracting 


amaetene accounting practice of the defense industry. 


D. ORGANIZATION AND METHODOLOGY 
ie or eani zation 

This research study has been organized to provide a 
Step-by-step presentation of facts and issues, analysis of 
data related to the facts and issues, and the drawing of con- 
clusions and recommendations based on the analysis. Chapter 
Mmemmemoauces the subject matter of the thesis and describes 
the manner in which the study will proceed. Chapter II pro- 
Vices a brief review of depreciation and its treatment for 
Mmamagetal accounting, contract costing and income tax report- 
ing. A review of the funds flow implications of depreciation 
Practice is also presented in Chapter II. Chapter III 
weeemets tO provide a detailed background concerning the 
development and promulgation of a Cost Accounting Standard 
on depreciation. A summary overview of the events leading 
to the creation of the Cost Accounting Standards Board and 
its methodology for developing Cost Accounting Standards is 
aae-O presented in Chapter III. Chapter IV provides a review 
of prior studies that relate to the Standard. This provides 


a frame of reference for the research project. Chapter IV 
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also explains the methodology used for developing the 
research questionnaire used in this study. Chapter V 
presents the data and findings yielded from the question- 
naire used for this research. Conclusions and recommenda- 
tions of this study are contained in Chapter VI. 
2. Methodology 

An initial literature search was conducted by means 
of the Defense Logistics Studies Information Exchange and 
Defense Documentation Center. Concurrent library research 
of periodicals and books was pursued at the Naval Postgraduate 
memoolelibrary. Abstracts thus obtained, articles, books and 
reports yielded a wide spectrum of related material. A letter 
was sent to several major defense industry and accounting 
associations to request information related to the Standard. 
Telephone inquiries were made of the Cost Accounting Standards 
Board, Department of Defense CAS Working Group, Defense Con- 
tract Audit Agency, Logistics Management Institute and Con- 
gressional subcommittees that held oversight hearings on the 
Standard. , Materials received and used in this study are 
peeememced throughout the text. Data were collected by using 
a twenty-six question survey of selected defense contractors. 
Statistical data displayed in various tables throughout the 
Study were prepared by the author and refer to data collected 


meommecene GueStionnalre, except where otherwise indicated. 





II. ACCOUNTING FOR DEPRECIATION 


Depreciation as an accounting concept, whether for 
financial accounting, income tax reporting or contract cost- 
mits a multi-faceted and diverse subject. This section 
provides only a brief review of depreciation and assumes the 
reader has a broader understanding of the subject. The meed 
to identify depreciation cost arises from requirements serv- 
ing several purposes. The National Association of Account- 
ants (NAA) outline these purposes as follows: 

1. Determining income subject to Federal Income Tax. 


2. Management of a company's finances--particularly funds 
for replacements, modernization, and expansion. 


3. Determining periodic net income and financial condition 
for reports to management and stockholders. 


4. Determining product costs for internal management 
purposes. 


5. Comparing costs of alternatives in selecting and 
replacing depreciable assets. [41] 


Within the context of these requirements, depreciation 
needs to be defined to clarify its meaning. As a part of 
Pemerally accepted accounting principles, depreciation is 
defined as: 

The systematic and rational allocation of the historical 
costs of depreciable assets (tangible assets, other than 


inventory, with limited lives of more than one year) over 
fmgemr usSerul lives. [33, p. x1] 


! Ihe Tandmark treatise by Eugene Grant and Paul iNorton, 
Weipmecuaedon (New York: Romald Press Co., 1955) still serves 
as a complete introduction to the subject of depreciation and 
its treatment in accounting. 
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Hobs Une PURPOese Of TOntract costing, Defense Acquisition 
Regulations (formerly known as Armed Services Procurement 
Regulations, hereafter referred to as DAR({ASPR)) defines 
@eemeciation as: 

Moemeeciation 1S a chargé to current operations which 
distributes the cost of a tangible capital asset, less 
estimated residual value, over the estimated useful life 
of the asset in a systematic and logical manner. It 
does not involve a process of valuation. [5] 

Picea ciewinmcernal Revenue Service (IRS) simply 

defines depreciation as: 
es a means of recovering your investment in property 
that has a useful life of more than one year and that 
1s used in your trade or business or held for the pro- 
Gieetion Of income. {[51, p. i] 

Embodied in these definitions is the common feature of 
emelecacing the cost of an investment in an asset by charg- 
ing that cost to expense over the life of the asset. This 


allocation process can be accomplished by a wide variety of 


methods. These are examined next. 


A. COMMON DEPRECIATION METHODS 

Bemerally, there exist two distinct techniques for com- 
Pmeemiemcaepreciation--as a function of time and as a function 
of use. [8] The most common methods as a function of time 
meme) Straight line, (2) declining-balance, and (3) sum- 
Gieeme-years' digits. The common methods as a function of 
feeemlty Or use are: (1) units-of-production and (2) units 
of service. A combination of time and use methods can be 
developed if it is possible to estimate the percentage of 
depreciation attributable to asset life and asset use, 


Pesweoetive ly: 
ie 








meee ocratent Line Method 


The straight line method is by far the easiest to 
understand and apply in practice. To compute the annual 
depreciation expense, the asset cost, less any prospective 
salvage value, is divided by the expected asset life. The 
depreciation expense 1S an equal annual amount for each year 
of asset life. 

Pee beclining-Balance Method 

Declining-balance methods provide larger write-offs 
in the early years of the asset's life. They are also known 
as accelerated or fast write-off depreciation. Commonly 
referred to applications are the double declining-balance 
and 150% declining-balance methods. Depreciation expense 
1s calculated by applying a constant percentage to the de- 
Cclining undepreciated balance. The constant percentage used 
in these declining-balance methods is found by determining 
tievemene Straight line rate would be and then factoring it 
by 200% for double declining-balance or 150% for 150% declin- 
ing-balance. At some point in the asset's life a shift to 
the straight line method is usually desirable, since the 
resultant depreciation is likely to be greater than that 
calculated under the declining-balance method. 

Pm oum—ot-the-Years' Digits 

The sum-of-the-years' digits method is similar to 
tme declining-balance method in that it provides a means to 
rapidly depreciate assets during their early years. Depre- 


Ciation expense is computed by first summing the digits l 
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pieoupi 1, Where mM iS equal to the asset's life in years. 
With this sum as the denominator, the depreciation rate to 
mp, tO the asset's cost less salvage value is a fraction 
with n as the numerator for the first year, n-l for the 
second year, n-2 for the third year, and so on. AS a general 
decision rule for accelerated depreciation, assets with short 
lives and/or significant salvage value suggest the use of a 
declining-balance method, while assets with long lives and/or 
little salvage value indicate use of the sum-of-the-years' 
digits method. [26] 
eee eetuiVity or Use Methods 

If the life of an asset is more dependent on its 
activity or use than on the passage of time, the appropriate 
means of depreciating the asset may be the number of items 
produced by the asset or the number of hours of asset serv- 
fem ine tnits-of-production method would be applicable if 
the activity (production) is a direct measure of the exhaus- 
Meoteer the assets' serviceability. Depreciation expense 
would be computed by determining the estimated output asso- 
@uteead With the asset and dividing it into the asset's cost 
Hess salvage value. This would yield a depreciation rate 
Pemmernit Of OUtTpUt. Similar rates based on asset usage 
might be calculated by using the estimated productive hours 
in the life of a machine or the estimated mileage in the 


life of a vehicle. 
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B. FEDERAL INCOME TAXATION 

Income tax legislation has played an important role in 
depreciation accounting and capital investment decisions. 
The Revenue Act of 1913, which was passed shortly after 
ratification of the Sixteenth Amendment, permitted "a reason- 
able allowance for depreciation by use, wear and tear of 
Duemercy, if any."' [27, p. 209] In subsequent years, income 
tax legislation underwent a variety of changes to meet the 
requirements of economic, social and national policy consid- 
eemerons. Prior to 1954, most companies used the straight 
line method of depreciation for both financial and income 
Mmeeesenporting. [{41, p. 5] With passage of the Internal 
Revenue Code of 1954, which allowed the use of declining- 
Pomameec methods in computing the tax liability, many companies 
adopted these methods for their financial reporting as well 
as tax reporting. Recent research by the American Institute 
@meeertified Public Accountants (AICPA) shows that many of 
these companies have shifted back to the straight line method 
Pormicome tax reporting. [33, p. 113] Many accountants 
would support this shift by noting that the depreciation 
Mem@eanused for financial accounting should be selected to 
reflect income for the period and not necessarily to conform 


to the tax law or to gain tax advantages. 


See UNDS FLOW IMPLICATIONS 
Blisimess entities view depreciation from several perspec- 
meves. these include depreciation for financial accounting, 


as an element of production cost, and for income tax purposes. 
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In evaluating the different depreciation methods available, 
the businessman has to be mindful of the cash flow implica- 
fPmems that might exist. 

The financial accounting treatment of depreciation has 
Memarrect impact on the funds flow of the corporation. De- 
preciation 1S an accounting entry only and as such does not 
@memee any funds. Its identification as a "'source of funds" 
in the statement of changes in financial position represents 
a non-cash adjustment to net income. This adjustment serves 
to reconcile net income with funds provided by operations. 
While depreciation is a proper deduction in the computation 
Gitemet income, it does not involve any outflow of funds from 
the firm. 

Depreciation expense has a direct relationship to funds 
Peowewniere it is a part of determining product cost through 
application of overhead rates or indirect charges and where 
mitemselling price is then based on that cost. AS a part of 
Department of Defense (DoD) contracting, DAR(ASPR) recognizes 
depreciation as an allowable cost: 

(c) Normal depreciation on a plant, equipment and other 
Capital facilities is an allowable element of contract 
cost provided the contractor is able to demonstrate 
that such costs are reasonable and allocable to the 
@ontract. [5] 

The allowability of depreciation, particularly in view 
Saeere use Of cost-plus contracts and the various methods of 
computing depreciation, has been a source of controversy and 
Hs the focal point of this study. For now, the reader need 


Only recognize that depreciation expense for contract costing 


does influence funds flow. 
ei 





Miiessteniticance OL depreciation expense for cash flow, 
with respect to income taxation, 1s generally referred to as 
the tax shield. Since present tax law allows depreciation 
expense as a deduction from income subject to taxation, it 
impacts on the outflow of cash necessary to satisfy the tax 
requirement. The amount of the tax shield is equal to the 
depreciation multiplied by the applicable tax rate. In other 
womds, the depreciation expense permits retaining more funds 
after taxes than would otherwise be possible. As an allow- 
able deduction for income taxes, depreciation also is an 
important public policy consideration. The recovery of 
corporate investment in capital assets through depreciation 
Charges is encouraged, since the "going concern" business 
Womeeeraeally reinvest this allowance and sustain economic 
Reon. through public policy incentives of allowing accel- 
erated depreciation charges, this investment is recovered 
more rapidly than from straight line methods. This rapid 
recovery enhances the present value of total funds flow. 
Simply stated, dollars that can be recovered and reinvested 
today have greater present value than equal dollars recovered 
in later periods. The issue of depreciation accounting for 
income tax purposes continues today to be a dynamic subject 


for policy makers. [34] 


D. SUMMARY 
The discussion and illustrations above point out the 
essential character of depreciation and its varied account- 


migeureatments. in the following chapter, depreciation as 
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a part of DoD contract cost will be examined. That chapter 
will focus on the events that ultimately led to a Cost 


meeounting Standard on depreciation. 


DS 





IfII. COST ACCOUNTING STANDARD NO. 409 


A. NEED FOR A STANDARD 
1. Background 

Dimincwenc 900 sepme e€scalating costs of the Vietnam 
conflict brought a sharper focus to bear on the overall 
defense budget. Prior to this, minor attempts had been made 
mapene Government to limit and control defense contractor 
Seeeoewand protits. the Government sought to establish cost 
accounting regulations as early as 1934, when the Vinson- 
Trammel Act was passed to limit profits on aircraft and naval 
Weeeelecontracts. Later, during World War II, the Treasury 
Hewartment issued Decision 5000 which addressed costs con- 
Semming the subsidizing of ships. [31] These were eventually 
replaced by passage of the Armed Services Procurement Act of 
1947 and the Federal Property and Administration Services Act 
of 1949. The implementing directives of these two Acts con- 
Sertute what is currently known as the Defense Acquisition 
Regulations (DAR) and Federal Procurement Regulations (FPR) 
Mmeapectively. [20] During the Korean War, the Defense Pro- 
Siemon ACt Of 1950 was passed; it granted the President 
Bueno rity to exercise economic controls related to defense 
Meoauction. {24} After conclusion of the war, the Act was 
modified and continued by biennial Congressional extensions. 


[29] 
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In 1968 Congress was involved with several issues 
@emecrming defense contracts. These issues included: (a) 
the high percentage of negotiated contracts, (b) substantial 
@eemenoverruns, (c) concern over the flexibility of accounting 
methods, (d) the importance of cost as reflected in estab- 
lishing price based on historical cost and projected cost, 
(e) difficulty in safeguarding against excess profits, (f) 
peace k OL Uniform accounting principles, and (g) a realiza- 
tion that contractors had great latitude in handling most 
costs. Several regulations and agencies already existed 
that, in their own ways, touched on these issues. Generally 
accepted accounting principles (GAAP) were primarily concerned 
(_eemeiinancial reporting and inter-year cost allocation vice 
mitra-year cost allocation. These principles allowed consid- 
erable flexibility and were silent on procurement questions. 
The Internal Revenue Service (IRS) concentrated on tax matters 
related to revenues and the deductibility of costs. The 
fegm@erries and Exchange Commission's (SEC) focus was on the 
Mmiemeral condition of the corporation as a whole rather than 
€Ost Or profit centers. Furthermore, reliance on GAAP was 
used to certify the financial reports submitted to the SEC. 
The Renegotiation Board investigated excessive profits on an 
overall annual basis rather than on individual contracts. 
Their attention was primarily on income, not the underlying 
costs. DAR(ASPR) and FPR provided only general guidance on 
Soest accounting, with major references to GAAP or [IRS regu- 


iacaons. [20] 





With these apparent weaknesses in existing regula- 
tions, the House and Senate Banking and Currency Committees 
Semeouc tO review the problem. In open testimony, Admiral 
Rickover emerged as a key figure in charting a future course. 
A key issue was Section 707 of Title VII of the Defense 
Production Act which reads: 

No person shall discriminate against orders or contracts 
Memwiich Priorities are asSigned or for which materials 
or facilities are allocated under any rule, regulations, 
or order issued thereunder, by charging higher prices 
weeoy imposing different terms and conditions for such 


Orders or contracts than for other generally comparable 
Miecders Or Contracts, or in any other manner. [52] 


Admiral Rickover argued convincingly that determining whether 
discrimination existed or not was an unenforceable rule due 
to the absence of uniform accounting standards. After several 
@meempts, the Congress amended the Defense Production Act and 
megm@ined the General Accounting Office (GAO) to study the 
fetemeality of prescribing uniform cost accounting standards. 
weseetne GAO feasibility study concluded that uniform cost 
accounting standards were both feasible and desirable. [10] 
shortly thereafter, legislation was passed creating the Cost 
Accounting Standards Board (CASB). 
meee Ono Study 
The subject of depreciation was identified as a major 

problem area in the GAO feasibility study. To illustrate the 
diversity of depreciation treatment used by defense contract- 
ors, the following case example appears in the study report: 

One major defense contractor used three different methods 


of depreciating facilities depending upon whether the 
data were being reported for corporate purposes, tax 





meeeeoses, OF cOMtract costing. In the case of one 
bailding, the method employed for corporate purposes 
was ‘‘sum-of-the-vears-digits'’ over a 35-year life. 

The same 55-year life was used for tax purposes, except 
that 60% was written off over five years and 40 percent 
Seer gee remaining 30 vears. Only a 12-1/2 year life 
mes wWsed forscontract costing, 80 percent in the first 
Beewc years and 20 percent On a Straight line basis over 
Oe-1/2 vears. {10, p. 98] 


W siemificant advantage of the GAO feasibility study, 
in adéation to calling attention to contract costing problems 
WaS that it provided valuable data for subsequent use by the 


Greed. CGentrei to this data collection was a aquestionnerre 
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which was distributed to a large number o 
defense industrial companies. Two questions with respect to 
G@omeeciation were asked in the GAO aquestionnaire--one of 


- 


corporate metnodology and the other soliciting comments on 4a 


a. Depreciation Method 
The question regarding selection of a déeprecia- 
tion method was deemed important, since it was acknowledged 
that the alternative methods availabie may have a significant 
impact OM product cost. AS was noted earlier, differences 


Between straight line and declining-baiance depreciation 


methods impect on the rate of cost recovery. The questicn 
read: 
a +» mMumDeT Of methods or calcuiatanmg depreciation are 
imcludec im gsmeraliv accept€d accounting practices 
OQ youhMave criteria for determining which specific 
Gethoa pf calculating cepreciation should be applied 
im amy givem situation in determining the cost o£ 
contracts, products or services? 
Yes No 





bee lf answer is "Yes,"' state such criteria as 
Speeciti1ecaliyeas possible. {10, pp. 204-205] 


Overall, 70% responded by acknowledging that criteria did 
exist for determining the depreciation method to apply. In 
Summarizing the narrative responses, the following observa- 
tions were made: 

(1) Many companies took the maximum depreciation allowance 


permitted by IRS guidelines by the use of an acceler- 
ated method. 


i eamnother large segment used straight line depreciation. 
(3) Obsolescence and increased maintenance cost was con- 
sidered a valid reason for the use of accelerated 


depreciation. 


Ma~esceolems existed in recovering the costs of special 
assets used for a given contract. 


(5) Factors other than cost analysis influenced the 
selection of depreciation methods. 


foyeecCOmMpanies were not hesitant about setting criteria, 
though they differed from company to company. [10, pp. 
Bos - 206] 
b. Proposed Standard 
Apart from surveying contractor practice, the 
questionnaire attempted to obtain reaction to various proposed 
Standards to determine their feasibility and desirability. 
The respondents were asked to assess whether the proposition 
femme oo restrictive,’ “about right," or “too flexible" in 
7tS treatment of the subject. The proposed depreciation 
Standard read: 
The amount of depreciation charged to a cost center or 
€Ost objective ought to reflect the cost of asset service 
consumed. The method selected for computing depreciation 
Siould be that method which most closely approximates the 
actual consumption of asset service rather than one pre- 
BembedetOGLelts tax Or fOr financial reporting considera- 


mons. (10, p. 227 | 
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Reacticn was somewhat mixed, depending on whether 
Mmmesrespondent had experience with Government contracts or 
meee 6 6dLMe 6 Majority having experience indicated the standard 
was "too restrictive" while a minority without experience 
gave the same answer. "About right'' was the response from 
Beamority of the experienced contractors and from a majority 
Merry ms without contract experience. The study noted with 
mterest the difference in response between contractors with 
fmeewithout Government contract experience. 

AS a related issue regarding cost accounting 
treatment of depreciation and the need for a standard, the 
Study also evaluated DAR(ASPR) Section XV. Respondents were 
asked to assess various paragraphs of the Section and give 
their opinion as to the extent to which each paragraph 
expresses satisfactory cost accounting. Paragraph 205.9 on 
Mepreelation was viewed by 57.7% of the respondents as need- 
meee mo révision'’ and by 18.2% as needing “minor revision." 
"Major revision" and "inappropriateness as a standard" were 
Sescen by only 17.6%. The newly created CASB lost no time 
in putting these data to use and soon began serious work on 
developing a Cost Accounting Standard (CAS) devoted to 


m@eereciation. 


PeeeexPOSURE DRAFTS OF A STANDARD 
The process leading to the promulgation of a Cost 
Accounting Standard is complex and encompasses a wide variety 


Memactions. This section will provide a rough outline of the 


ao 





merrens taken by the CASB in-setting standards with partic- 
Meer emphasis on the earlier efforts associated with Cost 
Accounting Standard #409 (hereafter referred to as CAS #409 
Smeocandard ). 
1. Background 

Generally, the development of a CAS is a methodical, 
interactive process. The professional staff of the CASB 
proposes areas of research intended to discover whether a 
CAS is desirable and feasible. Upon approval by the Board, 
the staff commences research, including library study of 
books, theses, procurement regulations, industry pronounce- 
ments, court decisions, various Government files and dis- 
memewre Statements. Discussions and visits with contractor 
and industry representatives identify issues involved. 
MWeaeronnaires might be used to solicit responses and expres- 
ems Ot Views from a broader constituency. The CASB staff 
accumulates and tabulates the various inputs to evaluate 
alternatives and recommendations. The.staff at this point 
may recommend dropping the topic from the research process. 
memedemproject has merit, the staff will begin a rough draft 
Meee proposed CAS. This is then sent to various individ- 
uals and organizations for comment. These comments are 
Solicited to examine the CAS's feasibility, assess its finan- 
Sees impact, and estimate its likely benefit. After comment, 
the staff prepares a proposed CAS and submits it to the Board 
for review and approval. Approval causes the proposed CAS to 


be printed in the Federal Register. This is an integral part 
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Memense Contracts and defense contractor Disclosure State- 
niemmecreon file with the Board were analyzed. This preliminary 
work led to the distribution of an issues paper dealing with 
depreciation in December 1971. 

This early “Preliminary Statement of Depreciation 
[ssues"set a tone that suggested changes to depreciation 
treatment as a part of negotiated contracts. The second 
paragraph read: 

meemee Current practices were not developed for use in 
Mmeerne deLense contracts or costing work performed for 
tie Government, the practices may or may not produce 
eam@icadble pricing of work performed for the Government 
on defense contracts. We believe, therefore, that there 
May be a question as to whether current practices are 
reasonable or whether other approaches to depreciation 
@ecounting might produce more equitable costing or 
@oeane data. [16] 

Responses to this issues paper called attention to 
several broad issues that would dominate the Standard's 
Memre.) lhe Machinery and Allied Products Institute (MAPI) 


Summarized these in their response to the Board. They were: 


a. Depreciation policy with respect to allowability 
would consider only contract costing and pricing. 


b. Normal accounting records maintained by contractors 
would be replaced or augmented by new recordkeeping 
mequirements for depreciation. 


meee Standard on depreciation might be counter to public 
policy incentives aimed at encouraging contractors 
meemodernize their facilities. 


een Standard on depreciation should also be consistent 
With the stated soal of encouraging contractors to 
own their facilities. 


ee Derense profit policy and return on investment con- 
Siderations should be consistent with depreciation 
policy. [40] 





As @ result of the responses to the preliminary 
[Memes paper, the CASB prepared and distributed a question- 
Marre in April 1972. During this same period the staff met 
muceeneld discussions with contractors at their plant loca- 
tions and performed a detailed study of depreciation costs 
Seem, contractor profit centers. The Board and staff held 
meetings with DoD, professional accounting and industry 
associations to discuss the issues involved. Finally, dur- 
mmeoerlarch 1973 a preliminary staff draft of a proposed 
depreciation Standard was sent to 270 contractors and other 
interested parties. Important features of this proposal 
were: 

Peetitc UN be ot - production metnod tor depreciation 
best reflected the expiration of service potential. Where 
the method could not be applied reasonably, the straight 
line method would be used unless different methods could 
be justified by "persuasive evidence." 

teeeeine usetul life or service life over which 
depreciation would be computed would be supported by studies, 
production records or other empirical data. If not avail- 
@ole, the longer of industry averages, as listed in IRS 
mecaumlations, or lives used in computing depreciation for 
financial reporting would be used. [15] 

Many respondents noted the conspicuous absence of 
reference to the use of accelerated depreciation methods 
unless "persuasive evidence" existed. In addition, the 


proposed treatment of depreciation was viewed as contrary 
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Meme lic policy as expressed in Federal income tax legis- 
Doaion. Finally, modernization and investment could con- 
ceivably be affected by depreciation decisions. 

The above preliminary actions over about a four-year 
period led to the final steps in promulgating a depreciation 


Seoanaard. 


eee First Exposure tea det 
Onett June 1974 the CASB assued the £irst of two 


Gee ts Of a proposed Cost Accounting Standard, Depreciation 
Smetanecible Capital Assets. The text of this draft is con- 
tained in Appendix A. 
a. Major Features 
In introducing the proposed Standard, the Board 
noted: 


Income tax regulations have established bases for 
Selection of depreciation lives and methods of depre- 
ciation for assigning depreciation cost of accounting 
periods. Our research has indicated that contractors 
often select depreciation lives and methods for con- 
tract costing purposes based on what is permitted by 
these regulations rather than on bases which are 
representative of the consumption of the service 
potential of the tangible capital asset. In these 
meneumstances many choices have resulted in unduly 
accelerating allocation of depreciation cost to 
Seapetier cost accounting periods and to final cost 
memectiveS within those earlier cost accounting per- 
meas, {ll, p. 20505] 


Addressing this problem, as viewed by the Board, was the 
Stated purpose of the proposed Standard: 


The standard is based on the concept that depreciation 
SostS 1dentitied with cost accounting periods and ben- 
efiting cost objectives within periods should be a 
Geasonable measure of the expiration of service poten- 
tial of the tangible assets subject to depreciation. 
wii p. 20506] 











The proposed Standard's primary features are 
Summarized below: 

(1) Depreciable cost of assets will be assigned 
memeest accounting periods in accordance with the following 
criteria: (a) depreciable cost is capitalized cost less 
residual value; (b) estimated service life will be used to 
determine the cost accounting periods to which depreciation 
iemassienable; (c) the depreciation method shall reflect 
the expected consumption of the service in each cost 
@eeclnting period; and (d) gain or loss on disposition of 
jm@emasset will be reflected in the period in which it occurs. 

(2) Annual depreciation cost is allocated in 
Meeehaance with the following criteria: (a) directly 
@mearged if based on usage and Similar treatment is accorded 
like assets; (b) charged as an organizational cost if the 
asset 1S part of an organizational unit that assigns its 
Cost based on services rendered; (c) charged to an indirect 
cost pool if not covered under (a) or (b) above; and (d) 
gain or loss is allocated in the same manner as the allo- 
cated depreciation cost of the asset. 

(3) Service lives shall be the estimates used 
for financial accounting purposes unless the lives are un- 
realistic, in which case more realistic estimated service 
lives need to be developed. The lives used shall not be 
Mos than asset guideline lives established by IRS regula- 
tions, except where (a) the contractor can demonstrate 


pmomcer Lives Supported by records of past retirement or 
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Geplacement or (b) contracting parties have agreed in 
meeeenee tO Ssnorter lives based on special circumstances. 

Poewincemethod of depreciation used for contract 
Seecting should approximate the expected consumption of the 
eee e S SeCrvices in each period. The financial accounting 
Memmod 15 acceptable if it reflects the consumption pattern 
Baers also acceptable for Federal income tax purposes. 

(5) Consumption of asset services should reflect 
Mmenwexpected activity or physical output of the asset. 
Peeelerated methods aré appropriate if consumption is greater 
mmcdimey yearS. Straight line 1s appropriate if a level 
SemeumptlOn is expected over the asset's life. A deceler- 
ated method may be appropriate under special conditions. 

(6) Original complements of low-cost equipment 
emamiebe depreciated to half their cost over half the aver- 
Meesservice life of the original group of items. Further 
depreciation would occur only after determining when the 
complement would be disposed of or when the operational unit 
Perewhich the complement was acquired would cease operation. 
Depreciable cost would be written off over the remaining 
mereceas determined. 

(7) Residual value shall be determined for all 
Capital assets. If residual value exceeds 10% of cost, it 
would be deducted to determine the depreciable cost except 
where a declining-balance method is used. No depreciation 
cost would be charged when remaining book value fell below 


the stated residual value. 





b. Summary of Responses 

Like the Board's preliminary efforts to deal with 
a CAS on depreciation, the response to the first exposure 
Meee in tne Federal Register was significant and represent- 
@eave of cross-sections of industry, the accounting profes- 
Sion and Federal agencies. A review of the responses 
reflects a generally critical evaluation, ranging from 
questioning a need for a Standard to recommendations for a 
number of substantive changes.” 

Many respondents noted an improvement in the 
Meeevis?Ons concerning depreciation methods. Early versions 
had favored the straight line method, while the proposed 
meoeara included provisions for accelerated depreciation. 
Memever, many volced concern over the recordkeeping neces- 
Sary to support its use and disputes that might arise if 
Maemicerpretations by contracting officers and auditors 
M@oerered from that of the contractor. 

As a related issue, many respondents took excep- 
meometO the Board's prefatory statement that contractors 
Seem selected depreciation lives and methods for contracting 
based on what is permitted for income tax purposes rather 
than those representative of the consumption pattern of 


— 


> As noted in the published draft of the Standard, 


Meeponses thereto are made available for public inspection. 
CASB kindly consented to provide the author copies of the 
meoponses to both the first and second exposure drafts 
epecating in the Federal Register. A summary of key points 
and attributed responses can be found in (a) Federal Contract 
meperts, No. 545 (26 August 1974), pp. A-5 - A-7, an 


Boe A Ccouneimng Standard Guide (Commerce Clearing House, Inc., 
1974), pp. 8605-8618. 
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the asset. Industry saw this as a short-sighted position 
that disregarded various economic considerations, including 
the declining value of the asset, inflationary pressures, 
mereasing maintenance and replacement costs, changing 
Market requirements and uncertainty associated with sus- 
tained Government contracts. In effect, these criticisms 
argued that the CASB was ignoring the impact of obsolescence 
in the life of the asset. In a broader context, the need 
Gimemodernization and staying abreast of technological ad- 
Wemees Was seen as endorsed by Federal income tax policy 
m@emrecoonized accelerated methods of depreciation. Several 
respondents saw a conflict between these established goals 
am@ameolicies and the proposed Standard. 

Mone creatmenuect Sémvace Siivesmwas anotherseon - 
[merca issue in the Standard. Many respondents voiced 
Spee tiOons over the determination and use of "expected 
actual periods of usefulness" as restrictive and unrealistic 
implement. Many references were made to past IRS exper- 
lence in handling this same issue. The IRS ultimately 
@emeroped the “asset guideline lives" based on industry 
Smperience because of controversies and disputes with tax- 
Meers Over their individual service life determinations. 
Mmemwas recognized that reliance on individual past exper- 
mmecsin eStablishing service lives was not a good predictor 
of the future. Contractors were quick to note that the 
Peraen Of proof in setting service lives would fall exclu- 


Sively on them. The use of lives shorter than prescribed 
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beeeehe guidelines could he expected to be disputed by 
auditors. On the other hand, if the auditors believed 

the lives were longer than the contractor selected, though 
longer than the guidelines, the contractor would still have 
Bemeommeport their use. Contractors noted that, despite the 
@eearent accuracy of records of past use and retirement, 

the establishment of service lives for newly acquired assets 
feeeeae beSt an estimate or guess subject to a great deal of 
uncertainty. The costly and time consuming process of data 
analysis and recordkeeping needed to support justification 
for service lives selected was seen as am unnecessary burden. 
several respondents questioned whether adequate records 
presently existed to perform such analyses. In weighing the 
above arguments, most respondents recommended the Standard 
Pemmoditied to allow the use of IRS guideline lives for 
Smmeract Costing, without further justification and record- 
keeping. 

Many comments and recommendations were made 
regarding the treatment of residual values. The determin- 
ation of residual values for all acquired tangible assets 
was noted as even more inaccurate than determining asset 
Mees. Recommendations to eliminate the provision for de- 
ducting residual value from acquisition cost were based on 
these inaccuracies. Others recommended more explicit guid- 
ance and proposed that the use of 10% or greater residual 
Values should be acceptable without supporting justification. 


By far the majority of contractor respondents recommended 
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dropping the section on residual value because of the 
imereniticant Or Minimal value that would exist in the 
uncertain future. 

The treatment of gains and losses on disposition 
of tangible assets caused further discontent among contrac- 
meres First, contractors saw the possibility of the Govern- 
ment participating in gains on the disposal of property that 
M@@emeontractor had invested in. This would occur if the 
"amount realized" exceeded not only the undepreciated book 
memere but also the historical cost. This might be caused 
by asset appreciation for a variety of reasons. To counter 
m@ece windtall'’ sain, contractors recommended that the gain 
em@eyect to Contract adjustment should not exceed the original 
meereebess the undepreciated balance. Others were concerned 
See this gain" resulted from inflationary pressure and 
mietena price deflator adjustment should be used in deter- 
mining any gain or loss. 

Finally, the provision regarding the original 
complement of low-cost equipment eeechued Sreaiea Wide sens kotl 
Mmeememost Of the contractor respondents. Many saw the re- 
Mimement as arbitrary and illogical. It was pointed out 
that adequate treatment of low-cost capital items was already 
Mm@ewsoupyect of a Cost Accounting Standard, CAS #404, ''Capi- 
imewerzation of Tangible Capital Assets." Others noted that 
Smeeapparent inconsistency existed concerning asset usefulness 
and corresponding consumption through depreciation. Lastly, 


Mmemueradccors volced concern over the administrative controls 
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necessary to account for these complements as required by 
ees Unique treatment. 

Mme oiicaierteGOlunaG@eer hesponses tO the proposed 
Standard, the major Government procuring agency, the Depart- 
ment of Defense (DoD), reiterated many of the same objections 
to the Standard. A prime concern of DoD was the recurring 
requirement for contractor accumulation of documentation 
and the Government's review to support service lives and 
depreciation methods. It was stated that this effort would 
increase costs and lead to potential unequal treatment of 
SemtractOrs. Regarding depreciation methods, DoD was even 
Me@m@erexpPplicit in Stating, “We are opposed to any requirement 
that would make it more difficult for contractors to avail 
themselves of accelerated depreciation."' The rationale pro- 
vided was the impact of accelerated depreciation on the cash 
flows of contractors and its relation to DoD's goal of en- 
couraging contractors to reinvest and modernize their facil- 
foes In addition to increasing costs associated with older 
facilities and diseconomies related thereto, DoD was con- 
Semiec apOUt the prospect of having to furnish facilities 
mOmeontractors that would now refuse to undertake their own 
mivestment. Also, contractors nominally involved in defense 
work might get out altogether and, thus, reduce the defense 
industrial base. DoD pointed out that the Internal Revenue 
Code had advantages in that it simplified the criteria appli- 
cable to selecting depreciation methods and the documentation 


efforts by contractors and Government alike. 
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Smerorm treatment of contractors, minimum recordkeeping 
fm@eedata accumulation, and minimizing the burden on the 
Government with respect to review highlighted DoD's response. 
Finally, DoD took exception to the treatment of gains and 
Tosses by recommending retention of DAR(ASPR) Section 
Mees. 52, which excluded gains or losses on disposal of 
Mmimedple assets from contract cost. This provision reflected 
Demepolicy of encouraging contractors to modernize plant and 
equipment in the case of gains. Including gains as an adjust 
Memeeto cOntract cost in the period occurring would be fur- 
Pmezedisincentive to this goal. 

meeececond Exposure Draft 

iMiemensn necelyved more than LOO letters in response 

to its first exposure draft. These reflected widely diver- 
femeeviews and recommendations. After consideration, the 
Bedma revised the proposed Standard and published it again 
Mupemce cdcral Register of 3 October 1974. This second pub- 
lication of a proposed Standard was unprecedented for the 
Board. In response to this proposal, the Board received 80 
letters. The text of this draft is contained in Appendix B. 

: As footnoted earlier, CASB provided the author with 
responses to both proposals appearing in the Federal Regis- 
fom A summary of key points and attributed responses to 
Meese Second draft can be found in (a) Federal Contracts 


Mmeraes, NO. 550 (7/7 October 1974), pp. A-1-A-2, (b) Federal 
Mupeteencports, No. Soo (ll October 1974), pp. A-3 - A-7, 


Meeerederal Contract Reports, No. 556 (18 October 1974), 
eee 14 - A-16, and (d) Cost Accounting Standards Guide 


pe a Dc ae cat eh eg kt 


(Commerce Clearing House, Inc., 1974), pp. 8631-2, 8646-50. 





oa VaAjomereatures 
The major change to the revised Standard was 

Bemenoduced in the Board's prefatory comments. It stated: 

fee proposal published on June 11 relied in part on 

asset guideline class lives established by the Treasury 

Meeartment. The Board, after carefully considering 

all the relevant issues and the advice it has received, 

feemcdetermined that asset service lives for contract 

costing purposes should be developed on the basis of 

jmme contractor's own actual previous experience with 

comparable assets in similar service. The Board has 

miererore modified its proposal in order to place the 

meemlary reliance on records of the age of assets at 

the time of disposal or withdrawal from active service. 

ime, Board recognizes that such records are not now in 

Peestence for all contractors. The basic data from 

Wateh Such analyses can be prepared, however, are 

generally available. The Board has determined that a 

reasonable working period should be provided in which 

memeractors can prepare the appropriate analytical 

meeords. [12, p. 35678} 
Mstaeing this requirement, the new proposal would take 
meso account such factors as costs of repair and mainten- 
mimeceoeriods of standby or incidental use and technical 
Mmmeceononic obsolescence of the asset or of the product or 
Beemeeree the asset produces. Recognizing that many contrac- 
tors would not already have the records necessary to support 
Mme reduirement, the Standard established a two-year imple- 
iem@edcion period for their development. As an interim 
meme. COrporate financial accounting criteria for depre- 
ciation, if reasonable, could be used by contractors. The 
Meeoposed Standard also revised its treatment of original 
complements of low-cost equipment by permitting full amor- 
Meeation over their estimated service life. The original 


proposal had drawn many comments regarding the rationale 


and logic of depreciating these assets over half their life 
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fier their remaining usefulness could be determined. 
Memeliy, the Standard reflected a change in the treatment 
M@eeeains and losses on disposition of assets. As had pre- 
viously been recommended, the new proposal treated a gain 
as the difference between the original acquisition cost and 
mrewundepreciated book value if the net proceeds exceeded 
megmasition cost. The remaining portions of the draft were 
emestantially unchanged from the 11 June 1974 publication. 
b. Summary of Responses 

The responses from contractors focused primarily 
Sueeeme requirement that estimated service lives be supported 
MeumeomerdctOr records of prior experience. Strong objec- 
muons were made to removal of the option to use IRS Guide- 
Menes aS an acceptable minimum in determining service lives. 
Miemonojections followed one or more of the following lines: 

(1) The Treasury Department had attempted to 
fFOllow similar criteria in referring to past retirement 
history of assets. This was attempted through the use of 
the Reserve Ratio Test, which was later determined to be 
Siewerkable. As a result, the [RS developed the Asset Depre- 
Gtation Range (ADR) system. These guidelines represented 
Maawstry Service life averages and were generally acceptable 
Memeentractors. It was recommended that contractors desir- 
mmoecto deviate from the guidelines could do so on an excep- 
mom basis, each justifying its own situation. The majority 
of contractors would benefit from reduced recordkeeping 


Requirements and uniformity. 
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(2) The recordkeeping requirements would create 
@dditional costs and possible disputes with auditors. The 
need to create a second or third set of records for cost 
@ecounting in addition to those presently maintained for 
financial accounting and tax reporting was particularly 
bothersome. Many saw smaller contractors as being effec- 
tively pushed out of Government business by the onerous and 
heavy burden of maintaining these records. 

(3) The degree of precision that the Standard 
@eeempted to achieve through the use of historical records 
and retirement actions was seen as not consistent with what 
many described as, at best, an estimate or guess of future 
Poweeiee life. The idea of technological and economic obso- 
lescence, though addressed in the Standard, were cited as 
examples where past experience was a poor indicator of the 
mene, especially on a contractor-by-contractor paces aie 
fact that one contractor's experience differed from another's 
Suggested that many variables might shift at random. Here 
again, Support was voiced for the IRS Guidelines that reflected 
Broad experience and uniformity. 

(4) The issue of consistency with national policy 
GemectiveS was also raised. Generally, the CASB, an agency 
Sieweme Congress, was Criticized for proposing a Standard 
Seumter tO established Government policies of promoting cap- 
ital recovery and reinvestment in modern facilities. Many 


meepondents voiced concern that a restrictive Standard on 


depreciation would cause a shrinking of the industrial base 





by forcing a withdrawal of commercially oriented contractors 


paepy acting as a disincentive to capital investment. 


The DoD position regarding the proposed Standard 
aeeas With the original draft, similar to that expressed 
by contractors. The requirement for contractors to develop 
and maintain records to support service lives was seen as 
imposing substantially increased costs of administration, 
requiring additional Government personnel to review contrac- 
mmo negotiating positions, and giving rise to a substantial 
number of disputes. DoD continued to voice its opinion that 
mmewotandard made it difficult for the contractors to use 
accelerated depreciation methods, which DoD endorsed, and 
would thereby reduce contractors' cash flow. The cash flow 
Daeplem, as ae ously Stated, was seen by DoD as not in 
accordance with the goal of encouraging reinvestment in 


modern tacilities. 


C. PROMULGATION OF THE STANDARD 
feeerinal CASB Hearing 
As the CASB began its final deliberations on a 

depreciation Cost Accounting Standard, one last meeting was 
scheduled to allow industry representatives to present their 
Views before the board. In his opening remarks, CASB Chair- 
man Elmer Staats highlighted the Board's work over the last 
5-1/2 years which led to the development of a proposed depre- 


; 5 
Sration Standard. In opening the meeting for presentations, 


: The meeting of 20 December 1974 consisted of members of 
the Board and representatives of industry and the accounting 
profession. The author gratefully acknowledges receipt of a 
Maenseript Of this meeting from the CASB. 
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Me@mriian otaats requested the representatives to express 
their current concerns which had not previously been com- 
municated. 

During this meeting many arguments and concerns that 
had been previously addressed were raised again. The follow- 
iieets a summary of the important issues voiced by the 
meeting's participants: 

a. The treatment of depreciation as reflected in 
meemproposed Standard is contrary to stated objectives of 
Meeronal policy to provide industry incentives to invest in 
fmerlity modernization and increase productivity. 

be ine sadmimistrarive features of the proposed 
Seenacard require extensive and costly recordkeeping to 
[imi y corporate decisions. The data and information 
imeaguired are, for the most part, either not available or 
Mmotereadily accessible nor required for similar financial 
accounting or income tax purposes. 

¢. The individual selection of depreciation methods 
mieeeservyice lives and their detailed justification 15 econ 
Sistent with the CASB's stated goal of uniformity. This 
momba lead to disputes between the Government and contractors 
Where little or none had previously existed. Though the 
intent of the Board may be to minimize administrative burdens 
imposed by the regulation, the interpretation and implementa- 
muon by Government procuring agencies and auditors may, in 


Pet, be quite different. 
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d. Increasing regulation of the defense industry 
would cause commercially oriented companies to withdraw 
from defense markets. Further, there would be erosion in 
mae subcontractor ranks as many of the smaller firms dropped 
OU. 

Se COtmmactors, Viewine the disincentives to their 
Gum anvestment in tangible assets, would look to the Govern- 
ment to undertake the investment and furnish plant and 
equipment as part of contract negotiations. This would be 
Sommemary to stated policies regarding the Government to 
memes 1tS OWN Participation in this area. 

£. Present Government regulations, i.e., DAR(ASPR) 
meek, adequately provide for the accounting treatment of 
Gemmeclation. These have been well understood and applied 
Paesetn Contractors and the Government for many years. 

re (Ne pmOposedmotandagd fags. to .addressmthe areas 
Mmmeentee level accounting and interest as a cost of capital. 
fame tO account for these would erode capital recovery 
Pimemeh historical depreciation cost and ultimately leave 
lagercontractor worse off. 

h. CASB representatives commented on the following: 

Ooms Mem ehonmasmbeilne Savenetosthe use of 
eee Stical sampling in supporting service life estimates. 
(2) The Board was considering whether record- 

keeping should be required to demonstrate the extent of 


meanaby Or incidental use. 


48 








ho The = preposed Standard 21s flexible and 
mebistic in that the depreciation method and service life 
mempect the company's experience and circumstances. 

(4) The Board acknowledged the omission of 
price level problems and interest as a cost of capital as 
meedee of the proposed Standard. It did note that there 
was continuing work in these areas that would possibly be 
in effect by the time the depreciation Standard was impact- 
mienon Contractors. 

meee ublication of the Standard 

During the nextgeresulariy scheduled meeting of the 
Mroeeon 22 January 1975, the Board reviewed the proposed 
Standard, including changes submitted by members of the 
Pere. Put to a vote, the Standard was approved by the 
Board with one member, Mr. Charles A. Dana, dissenting. 
iiemotandard was subsequently published in the Federal 
Memescter of 29 January 1975. The text of the CASB prefatory 
comments on the Standard and the Standard itself are con- 
marmed in Appendix C. 

a. CASB Comment 

The Board's comments highlighted the Standard's 
Meeeory and efforts in developing it. In reviewing the 
comments the following points were made: 

(1) Changes in contractor cash flow would be 
minimal due to the two-year period to develop records to 
Support service life estimates. The cash flow loss would 


be the difference between depreciation amounts using the old 
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and new service life estimates. The total impact would 
meeebe felt until a "full cycle of asset replacement is 
completed.'' 

(2) The need for a Cost Accounting Standard 
eecepreciation 1s outside the realm of policy issues con- 
Seinming capital investment and recovery. The determination 
Seeeenic adequacy of capital recovery and profits is a policy 
@eestaon for the procuring agencies. 

(Sie Hie Board recepmizedythaeedisputes might 
meee between contractors and Government agencies regarding 
service lives and estimating future asset usefulness. The 
Board encouraged that the agencies develop and provide 
memeten Guidance to field personnel to minimize these con- 
mlicts. 

(eines assessine the costs and benefits 
associated with the Standard, the Board acknowledged that 


some contractors would bear additional costs to implement 


Giemeredquirements. These, however, would be more than offset 
by the better measurement of depreciation cost and management 
of assets. The Standard, in the Board's view, would enhance 
Beem the Government and contractors’ responsibilities to 
Suerte properly for the expenditure of public funds. [13] 
b. Main Features 

As promulgated, the Standard was essentially 
unchanged from the second exposure draft that was issued 
5 October 1974. Though the effective date of the Standard 


Meo sct as 1 July 1975, the two-year period to develop 
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Mmeegrds On past experience to support service life estimates 
Moma not fully affect most contractors for at least three 
[ees The Standard further clarified expected asset use- 
fulness as excluding periods that assets are retained in 
Seenadby or incidental use. However, adequate records would 
have to be maintained to support these withdrawals from 
active use. Other refinements included redefining estimated 
residual value and service life as "current'' forecasts so as 
to recognize the impact of economic and technical obsoles- 
@emee and Similar factors. 
©. Dissenting Statement 

Prior to CAS #409, the previous eight Standards 
had been approved unanimously by all of the Board members. 
The final CASB vote on CAS #409, as was noted earlier, in- 
Cluded a dissent by one of the Board members. Mr. Charles 
A. Dana, the industry representative on the CASB, prepared 
a Sixteen point statement of dissent from the decision to 
promulgate the Standard. ° Mr. Dana noted that an overwhelm- 
Mmm@omma;Ority of business interests, professional accounting 
and industry associations and the Department of Defense had 
Seeeered Strong criticism of the Standard. In assessing this 
meaerion, Mr. Dana observed this "to be based on very per- 
Serve e€Vidence and argument which serve to corroborate, 


epetty and fortify" his own experience. While many of the 


° The text of Mr. Dana's statement is found in Cost 
mecouncing Standards Guide (Commerce Clearing House, Inc., 
M75), pp. 8688-8697. 





issues in his statement were a summary of previous comments 
received by the Board, the following deserve mention: 
(fh) SRirine =the wrtinal hearing by the CASB on 

20 December 1974, Mr. Dana had referred to differing econ- 
omic and financial circumstances applicable to individual 
contractors. His statement expands this idea by the use of 
examples which illustrate what he saw as inequities. Vari- 
ations in service life estimates computed in accordance with 
the Standard might result from the 

(1) adequacy of financing, 

memvarying levels of capacity, 

(3) management decision to increase subcontracting, and 


Bemebevels Of Government support with facilities [22, 
p. 8690] 


(2) Mr. Dana expressed disappointment with the 
Board's failure to provide an immateriality exemption. Cit- 
mieeme CASB's responsibility to consider probable costs of 
implementation compared to the benefits, the Standard would 
place a burden on small companies and those commercially 
Oriented in their business. The statement went on to pro- 
pose recommending guidelines in determining materiality. 

(3) Regarding gains resulting from the disposal 
of real property, Mr. Dana was in strong disagreement. The 
mam, 1 his opinion, did not reflect an adjustment of pre- 
Vious depreciation expense, but an increase in land value. 
In the case of a building, the structure depreciated while 


mie underlying land, which is not subject to depreciation, 


Bpipreciated. In effect, the increased value of the "location" 
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would provide the Government cost-free use of the buildings. 
This constituted a "windfall" to the Government, which had 
Meeesnared the risk in purchase nor the investment capital. 
[iene buEtal tomme Dama S dissent, the CASB prepared 
a brief statement which referred to the Board's prefatory 
comments to the Standard as being an expression of their 


Meeition regarding Mr. Dana's statement. 


D. CONGRESSIONAL HEARINGS 

item publication Of a CAS in the Federal Register requires 
one final review before it becomes effective. The legisla- 
tion establishing the CASB and defining its procedures 
mmovrdes £Or Congressional review and oversight of CAS pro- 
Stebeaonons. Concurrent with its publication, the CAS 1s 
transmitted to Congress. Unless the Congress, within 60 
Gays) Or COntinuous session, passes a concurrent resolution 
that it does not favor the proposed CAS, the CAS then becomes 
law after 120 days have elapsed since publication. 

In the case of CAS #409, the Standard became final on 
25 March 1975 with an effective date of 1 July 1975. How- 
ever, unlike any previous or subsequent CAS issued to date, 
the strong expressions of concern made by industry resulted 
in both the Senate and House of Representatives holding 
hearings on the Standard. The Senate Subcommittee on Pro- 
duction and Stabilization of the Committee on Banking, 


Housing and Urban Affairs (hereafter referred to as Senate 





Committee) held its hearing on 14 April eas Sslelie wily 
mm@ereatter, on 1 May 1975, the House of Representatives 
Sepcommittee on Economic Stabilization of the Committee on 
Beam@icing, Currency and Housing (hereafter referred to as 
House Committee) held its hearing. ° WOnotance ex pent, the 
testimony and material presented at both hearings were 
Similar. 

In his opening remarks, Senator Alan Cranston, the 
Senate Committee Chairman, summarized the purpose of the 
hearings as follows: 


This hearing is being held to determine whether the 
cost accounting standard imposes such an unreasonable 
burden on industry that it is inconsistent with 
metronal economic policy and sound procurement objec- 
meres. (|46, p. 1] 


ihoeassessing this burden, the following points were of 
mrcerest: 


i Standard 409 requires that lives of tangible 
Capital assets be based on historical service 
lives, rather than on the asset depreciation 
manee System set forth by the IRS. 


iemthrs Change SOeSignificant a departure from 
Current national economic policy and procurement 
objectives as to warrant modification or repeal 
ee the standard. 


j The text of the Senate hearing is available in: U.S. 
Congress, Senate, Committee on Banking, Housing and Urban 
[eeairs. Cost Accounting Standard No. 409--Depreciation of 
Memegible Capital Assets. Hearing betrore the subcommittee 
Sm Production and Stabilization, Senate, 94th Cong., lst 


meec, 14 April 1975. 

: The text of the House hearing is available in: U.S. 
Memgress, House, Committee on Banking, Currency and Housing. 
Mest Accounting Standard No. 409. Hearing before the Sub- 
Senmitctee on Economic Stabilization, House of Representatives, 
meer Cong., ist Sess., 1 May 1975. 
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meeeboes the standard pérmit industry a fair recovery 
of capital investment? 


3. If the standard remains, should it be modified 
or supplemented to reflect the actual cost of 
Capital to industry and the cost of inflation? 
4. Does the standard reflect the fair share of 
capital costs which should be borne by the Govern- 


ment in its negotiated contracts with the defense 
and related industries? [46, pp. 1-2] 


In addressing these questions, the two committees heard 
testimony from industry, Government and various professional 
associations. Much of the material presented recapped 
previous issues and concerns that were raised during the 
Standard's development and promulgation. In addition to 
these, some new positions and actions were identified. 

The Standard's provision for providing a two-year delay 
to develop records to support service life estimates and the 
assertion that the impact on industry would not be felt 
until 1978 were challenged. It was noted that many con- 
tractors make their capital investment decisions one to five 
years in advance of expenditure. As part of this process, 
contract bids for future years would include overhead rates 
based on present circumstances. Overhead costs would include 
charges for depreciation. In view of the Standard's require- 
ments, contractors would have to consider these now, not two 
G@r three years later. 

DoD remained adamant against the Standard and, during 
the House Committee hearings, requested that implementation 
be delayed. Concern again was voiced regarding the disin- 


Ccentive the Standard would place on industry investments 
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in equipment. Further concern was registered about indus- 
mms continued interest in doing business with the Govern- 
ment. In response to these concerns, DoD stated it was 
M@adertaking a study to evaluate profitability in defense 
business, with the goal of revising profit policy.” The 
delay in implementing the Standard would provide DoD the 
time necessary to implement the revised profit policy. 
Subsequent to the Senate Committee hearing, Senator 
PranstOn sent a letter to CASB Chairman Staats noting his 
Concern regarding disincentives to contractor investment 
and the need to address inflation and the cost of capital. 
[48] With respect to the latter, he recommended the Board 
take prompt action to issue Cost Accounting Standards on 
Eiese. In responding to the Senator's letter, Chairman 
Staats stated that Cost Accounting Standards on inflation 
and cost of capital would be issued before any economic 


impact could be felt from CAS “AS ae 


: This study, which is commonly referred to as Profit 
'76, led to the issuance of Defense Procurement Circular 
Number 76-3 of 1 September 1976. This circular set forth 
changes to DoD profit policy by reflecting to a greater 
extemt the contractor's investment in facilities in deter- 
Mining the profit objective through use of the weighted 
guidelines. Further treatment of the DoD profit study is 
Contained in: Profit '76 Summary Report, Office of the 
Assistant Secretary of Defense (Installations and Logistics), 


7 December 1976. 


ue The Cost Accounting Standards Board subsequently 
proposed Standard No. 415, "Adjustment of Historical Depre- 
@ereion Costs for Inftlation;"’ which was later withdrawn, 
and Standard No. 414, "Cost of Money as an Element of the 
mest Of Facilities Capital." 





E. SUMMARY 

The Standard on Depreciation of Tangible Capital Assets 
meeepreceded by extensive effort and research, tracing its 
roots to the early work that led to the creation of the Cost 
Accounting Standards Board. Various positions were taken by 
both the defense industry and the Department of Defense in 
response to proposed drafts of the Standard as well as its 
final version. The controversy surrounding the treatment 
Beeaepreciation for negotiated contract costing was the 
mumpecn OL Congressional interest shortly after the Standard 
was promulgated. 

Wiemenstiing years are of interest in order to assess 
eiemumpact of the Standard on the activities and decisions 
of the defense industry. In the following chapter, a brief 
bevitew Of Subsequent research related to cost accounting 
for depreciation will be examined. Finally, the issues 
identified previously will be examined by reference to 
meewoenses tO a Survey questionnaire used by the author to 
Pemnecurrent information on the impact of the Standard on 


defense contractors. 
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ieee oURvewe LO ASSESS THE STANDARD'’S IMPACT 


The presentation thus far has focused on the issues and 

@emeerns of industry prior to and during the promulgation 
of the Standard. In assessing the impact of the Standard, 
questions concerning implementation, cost, and interface 
fren the Government require analysis. The author's interest 
in these questions resulted in part from a comment made by 
Mr. Frederick Neuman, Director of the Defense Contract Audit 
Agency (DCAA), during an Association of Government Account- 
ants' symposium. Mr. Neuman stated: 

Some problems raised in the implementation of standards 

have dissipated somewhat with experience. For example, 

CAS 409, the standard on depreciation of tangible 

Capital assets establishing requirements to accumulate 

records to support asset lives used in depreciation 

Computations, drew an emotional negative response 


from contractors. It appears that compliance is being 
meeomolished without significant difficulty. [42] 


Pee RLOR REVIEW AND SURVEY EFFORTS 
ime WOAA Depreciation Survey 

During the House Committee hearings, CASB Chairman 
Staats made reference to a DoD survey that had been taken of 
92 defense contractors to determine the quality of their 
fixed asset records. [46, p. 5] The questionnaire (which 
appears in Appendix D) concentrates on available contractor 
asset records to determine if service life estimates could 
be made from them. The results of the study, which appear 


in Table I, concluded that all 92 companies surveyed had 
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adequate records to be used as a baseline for estimating 


future service lives. 


TABLE I 


RECAP OF QUESTIONNAIRE ON CONTRACTOR 
ETAED ASO: PERECORDS 


LO 
a) 


Total Responses 


Number having records showing: 


Acquisition Dates 92 
Acquisition Costs gi 
Disposition Dates 82 
Number having records showing: 
Period of standby or 4 
incidental use - 
Record Retention Policies: 
3 or More years after disposition 68 
1-3 Years after disposition 6 
1-3 Years after fully depreciated Z 
Removed from records when 
retired or disposed of Jus 
92 
Availability of Records to 
Seeemnine Service Lives: 
Adequate SZ 
Available but require analysis 40 
Records unavailable a 
92 


source: DCAA Survey of Defense Contractor Depreciation Records. 
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fee iA and CODSIA Surveys 

| The Aerospace Industries Association of America 

meAy and the Council of Defense and Space Industry Asso- 

ciations (CODSIA) have been very vocal adversaries of CASB 

activity and pronouncements. As a part of their efforts to 
represent the views of their industry constituents, both the 

Peeeweama CODSIA undertook surveys of thelr members to assess 

, the impact of CASB activity and CAS legislation. 

The AIA summarized its findings in a letter entitled, 
Gest Accounting Standards--Summary of Five Years Experience." 
Mamomietter was sent to members of the House Committees on 
Pamking, Finance and Urban Affairs; Armed Services; Appro- 
memaerons; and Government Operations; as well as to the 
chairmen of comparable Senate committees. Related to CAS 
#409, AIA noted that a significant majority of the members 

Surveyed disagreed with CASB statements regarding any benefit 
that would result to the Government. Table II is a summary 
of the survey results. 

The material presented by AIA was a part of a broader 
Survey conducted by CODSIA, of which AIA is a member. CODSIA 
had performed two industry surveys to assess the economic 
impact of Cost Accounting Standards. The data related to 
CAS #409 were developed during CODSIA's second survey. This 
second survey included responses from 81 defense contractors 
With total Government sales of $29 billion as of their last 
fiscal year, of which a total of $14 billion were under 


CAS covered contracts. [25] 
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TABLE II 


BENER IPs Or COST ACCOUNTING STANDARDS 


The Board's annual reports to the Congress discuss 
mecepromulgated Standards, including a description of 
what the Board believes will be the benefits of the 
Standard, principally as to improvements in account- 
Giemhrty, Visibility and negotiation of costs. The 
following table summarizes respondents’ evaluation 
of the Board's statements regarding benefits to the 
Government expected of the Standard on which experi- 
Em@lececxists: 


Percentace Or Responses 


Standard Some ly Agree Disagree DeLong) ¥ 
Agree Disagree 
409 - Depreciation 0 5 50 45 


of Tangible 
mepttal Assets 


source: Page 2 of Addendum to Reference 2. 


AS part of the survey, several questions related to CAS #409 
were examined. Table III summarizes the responses, includ- 
ing AIA input, to the question whether the Government would 
derive benefit from the Standard as stated by the CASB. 
Table IV summarizes the effect that the Standard imposed on 
maustry's accounting practices. Finally, Table V displays 
the increase in cost allocated to Government contracts as a 


Mesult of the Standard. 
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TABLE III 


BENienlo TO THE GOV ERNMENT 


The CASB, in prefatory comments to new Standards 
Gr in its annual reports to the Congress, states the 
benefits expected of each Standard. Respondents were 
asked to express their views of those statements with 
respect to whether such benefits would be derived by 
the Government. 


409 - Depreciation of Tangible Capital Assets 


Statement Strongly Agree Disagree Strongly 100% 
Agree 6 6 Disagree Equals 


c % 


Achieves better 
accounting for depre- 


Clation in the pricing 1 10 42 47 FOS 
and costing of defense 
contracts 


Increases uniformity 

and comparability of 

@epreciation costs =p ae) 43 es) 105 
where Circumstances 

are similar 


Results in improved 
estimating for contract -0- 4 49 47 103 
negotiation 


Source: Section D of Reference 23. 
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TABLE IV 


onotieONCtGCOUNTING PRACTICE 


Effect of CASB Rules, Regulations and Standards on 
Accounting Practices Reported by Respondents (Number 
of Cases) 


Change No Change Memo 
Item Accom- Change Being Records Total 
plished Required Considered Required 


CAS 409 - Depreciation 
of Tangible Capital 19 13 67 Zi We 
Assets 


bo 


Source: Section F of Reference 23. 


TABLE V 
COST IMPACT 


Net Increase (Decrease) in Costs Allocated 
to U.S. Government Work (in Dollars) 


CASB Inception 
Item Through Fiscal Year 
Ending in 1974 


Fiscal Year 
1975 


CAS 409 - Depreciation 


of Tangible Assets $222,000 $260 ,000 


Source: Section J of Reference 23. 
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5. AGA Survey 


In early 1977 the Association of Government Account- 
anes (AGA) prepared and distributed a survey to a broad 
segment of its membership. One purpose of the survey was 
to determine the views held by a knowledgeable segment of 
the membership on various aspects of each CAS. The majority 
Semene respondents were employed by DoD, NASA and the Energy 
Research and Development Administration (now Department of 
meee Ihe bulk of the respondents were either auditors 
@reaccountants. The survey focused on the clarity with 
which each Standard was written, the extent to which it met 
memopyectives and the overall impact on the Government and 
Mesecontractors. [4] The tabulated responses to these 
G@uestions are contained in Table VI. 

4. CASB Evaluation Conferences 

During CASB's brief history, the Board has held two 
Sueeuation conferences to provide industry an opportunity to 
express its views on the Board's activity and promulgated 
Meeeeenccounting Standards. During the first Evaluation Con- 
Meeence on lil June 1975, very little was said regarding CAS 


#409, 1 


home ywe lle ineGonrpomamed notked In 1tS presentation to 
the Board that CAS #409 "will cause significant changes to 


Our accounting systems and may, in fact, create a change in 


Semeract performance cost." [30, p. VII-9] 
el 


It may be surmised that corporate presentations were 
undergoing preparation for the Conference at a time when CAS 
#409 had just been promulgated and was then the subject of 
Congressional hearings. Furthermore, the effective date of 
the Standard had been set for 1 July 1975, subsequent to the 
Conference date. 
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TABLE VI 


AGA SURVEY ON COST ACCOUNTING STANDARDS 


Increases No Effect Decreases 
Purest on: 0 0 0 
(4) (o) (s) 


Control of costs 


during contract 52 68 2 
performance 
ieibility of cost 35 65 = 


or pricing data 


Frequency of Government/ 


contractor disagreements oo 2 be 
More 
Easier No Effect eet 
Contract negotiation 19 69 2 
Contract administration 18 65 ey 
Memtract audit oi 48 25 
Contract settlement 19 64 ie 


Very Clear/ Marginal Unclear/ 
Clear Clarity vem Unclear 


Perceived clarity 62 Z0 Ee 


Source: Tables I-IV of Reference 4. 
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No. of 
Cases 


169 


162 


246 





te 


The second Evaluation Conference, held on 12-13 
October 1977, provided participants a broader menu of topics 
momeomment on. At that time, Standards 401 through 414 had 
been promulgated and several others were in progress. Dur- 
meemeenis Conference the previous CODSIA "Second Industry 
Survey--Economic Impact of Cost Accounting Standards" and 
the AGA membership survey were summarized and presented to 
eiemsoard. In addition, several industry representatives 
made specific comment on problems associated with implement- 
ing CAS #409. These included many of the previous arguments 
against the Standard as well as data related to implementa- 
tion costs and disputes with DCAA regarding interpretation 
of the Standard's requirements. [14] 

Mimercecadppiie Che events leading to the present, one 
final point should be made. During the AGA symposium in 
freee 977, CASB Chairman Staats was critical of the AIA/ 
CODSIA surveys and noted that the results "will not provide 
Membre useful guidance.” [44, p. A-15] In fact, consider- 
able correspondence between the CASB and AIA/CODSIA focused 
On these surveys, primarily on their preparation and analysis. 
In a critical analysis, the Board transmitted its rebuttal 
momeseveral members ot Congress. [19] During the same AGA 
eyameosilum, Mr. Staats, while being critical of the AIA/CODSIA 
Surveys, endorsed the AGA survey and encouraged participa- 
tion. [44] As previously noted, the AGA survey findings 
Were first presented during the second CASB Evaluation Con- 


ference. The Board ultimately made specific reference to 
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Peesurvey tindings durings its progress report to Congress 
for the year ending 30 September 1978. Based on the survey, 
the CASB concluded that "Cost Accounting Standards appear 
to have exerted a positive effect on contractor cost 
Meeceunting practices and the Government/contractor procure- 
femmes process." [17, p. 9] 

Because of the allowed two-year phase-in provision 
Samene Standard, most contractors would not be fully affected 
Until January 1978. All of the previous comment, discussion 
Smaeesurvey studies regarding CAS #409 were made prior to 
this effective date. In the following section and chapter, 
a Current survey of defense contractors will be presented. 
mie survey will attempt to focus on the impact of CAS #409 
on the defense industry and be an expression of their current 


Views. 


Peek GobARCH METHODOLOGY 
fmeeQuestioOnnaire Design 

After a careful review of all background documenta- 
Mmromerelated to CAS #409, with particular attention to the 
issues raised during the Standard's last exposure draft 
prior to its promulgation and the subsequent Congressional 
Hearings, a questionnaire to assess the Standard's impact 
to date was developed. The question format and perspective 
Were designed to reflect the opinion and views of the defense 
industry. The following survey instruments were reviewed in 
developing this questionnaire: GAO Feasibility Study, CODSIA 


survey and AGA Survey. The questionnaire was titled, 
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Meuestionnaire to Assess the Impact of Cost Accounting 
meemdaard #409 on the Defense Industry." 

The questionnaire was directed to the controller of 
emeneorganization selected. The questionnaire format was 
Seeded into three broad sections. These were: (1) corporate 
demographic data, (2) opinion regarding various aspects of 
CAS #409 as promulgated, and (3) the company's experience in 
Mieemementing the Standard. A cover letter was attached to 
provide a brief overview of the research effort, to acknow- 
ieaee the prospective respondents and their assistance, and 
Mmeassure that the protection of anonymity would be provided 
in the data analysis. <A stamped return envelope was provided 
mumexpecite the questionnaire’s return. The covering letter 
and questionnaire appear in Appendix E. 

mee oample Selection 

Petoucdl OO: two hundred defense contractors were sent 
Copies of the questionnaire. Included in the distribution 
Memenall contractors that had responded to the first and 
Meeena exposure drafts of the Standard and/or participated 
in the Congressional hearings. The remaining sample was 
iteered at random from the current listing of DoD contrac- 
Bers receiving negotiated contract awards of $10 million or 
[mers |25) Prior to sample selection, all listed educational 
and research organizations were deleted from consideration. 
This was done in order to concentrate on corporations in- 


volved in defense production and manufacturing. 
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ee Slethod of Analysis 


Umonercecup inn cach Completed questionnaire was 
reviewed, responses recorded and coded, missing data were 
noted, voluntary comments were highlighted, and the data 
were prepared for computer analysis. Computer analysis was 
@emaucted utilizing the Frequencies and Crosstabulations 
Smemeutines of the Statistical Package for the Social 
sciences (SPCC). [43] The Frequencies subroutine was used 
to investigate the number of times a specific answer was 
maareated for each question and for tabulation purposes. 
Crosstabulations were used to investigate possible relation- 
ships between specific questions and individual responses. 
The computer output was reformatted and the data appear in 


tables throughout the text. 
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Vee eee lAt LON OF THE SURVEY DATA 


A. RETURNED QUESTIONNAIRES 

The survey questionnaire was mailed to two hundred 
defense companies. This number included separate reporting 
ieeestOns within larger corporate entities. Seventy-three 
responses were received, for a gross response rate of 56.5%. 
Twenty-three responses were returned incomplete. Two of 
the reasons for incomplete responses were as follows: (1) 
the company was not presently covered by CAS provisions or 
was Only under modified CAS coverage (subject to CAS #401 
and 402 only), and (2) company policy prevented information 
Pelecase. Completed questionnaires, with minimal if any 
iMersrnig data, were received from 50 respondents; these form 
the basis for the data analysis. This is a usable response 


mare of 25%. 


B. RESPONDENT DEMOGRAPHIC DATA 
The first group of questions was included to provide 
background information on the respondent's company. 
ime Company Size 
Respondents were not asked to identify themselves 
or their firm's name. 
Question 1. Please indicate the approximate amount 
of total annual sales for your company 
in millions of dollars. 
Question 2. Please indicate total sales to the U.S. 


GeoveLimeiu:dm millions oft dollars. 
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The respondents reported aggregate annual sales of $156.4 
billion and sales to the U.S. Government of $16.3 billion. 
fembes Vil and VIII stratify the respondent's data for each 


of these questions. 


Bie ey Ll 
TOTAL ANNUAL SALES 


Metal Sales Absolute Relative Cumulative 
(M=millions $) Frequency acne a 
ee 2 OM it Z Z 
Po- 50M 6 eZ 14 
ee- 100M 5 10 24 
igt= 250M 7° 14 38 
ft- 500M i 14 a2 
at- LO00M 5 6 Spe. 
Over 1000M Zl, 42 100 
eta l 30 GC 100 
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TABLE. VIII 


Ue se, GOVERNMENT SALES 


Government Sales Absolute Relative Adjusted Cumulative 
(M=millions $) Frequency Frequency Frequency Frequency 
(5) (3) (% 
1- 25M 5 IOS. iO teZ 1 Ora2 
Zio - 9 0M 8 Ufa) 0) 26-5 205 
51-100M 1G) 26.0 20.25 5 Sea: 
701-250M 7 14.0 ans: opens: 
foi -500M 9 167.0 See4 S57 
501-1000M 2 4.0 sai 89.8 
Over 1000M 5 lOO, iL Cha 100.0 
hoe Response 1 aga, Missing ONO ALO. 
Total 50 10 (CSG OWL 8 E30 10070, 
2. Government Sales 


Related to the firm size is the percentage of 
revenue that is reflected in sales to the Government. 


largest number of respondents (45%) reported that 25% 


tocal 
The 


‘OB 


less of their sales were derived from Government business. 


On the other hand, the next largest segment of respondents 


reported that their revenues were predominantly derived 


from sales to the Government. Table IX summarizes the 


meopondents' reported percentage of Government sales to 


total revenues. 
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PAEGEE 1X 


Peer AGreOr GOVERNMENT 1O TOTAL SALES 


Absolute Relative Adjusted 
Percentage Frequency Pase QGuenc y Frequency 
(% (4 ) 
He 25% Ze 44 44.9 
26-50% 8 16 Pos 
B15 % 6 12 beh 2 
70-1007 1S 26 2On.5 
No Response It Z Missing 
Total 50 100 100 


As previously noted, not all Government sales are 
Meeessarily covered by Cost Accounting Standards. Exemption 
from coverage or modified coverage under CAS #401 and CAS 
feee~monly is available to contractors under various circum- 
stances.+¢ To determine what percentage of Government sales 
reported in Question 2 were CAS covered, the following 
question was asked: 

Saestion 3. pease indicate the percentage of sales 


reported in response 2 that were CAS-covered 
Deimeweoltractseana SUpCOntracts. 


af specifics regarding exemption and modified coverage 
Mecontained in CASB regulations. Further information is 


contained in Cost Accounting Standards Guide (Commerce 
Meearing House, Inc., 1978), pp. 2045-2048. 
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Bavecity-twoepeueent Of the respondents reported 
mee CAS-covered contracts made up /0-100% of their total 
Government sales. On the other hand, only 20% of the re- 
spondents indicated that 50% or’-less of their Government 
sales were CAS covered. The tabulated responses appear in 


Table X. 


TABLE X 


PemeeNTAGE OF GOVERNMENT SALES THAT ARE CAS COVERED 


a 
— 


Percentage SS een Redeye Cumulative 
me que mc y. aia sas Ge gine 

0-10% 4 8 8 

11-203 0 0 8 

eel 50% 0 0 8 

31-40% 4 8 16 

eS 0 % 2 4 20 

pt - 60% 1 2 22 

pe 7 0% 3 6 28 

a-305 10 20 48 

81-90% 6 bie 60 

91-100% 20 40 100 

Total 50 SEONG) 100 
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een Depreciation Expense 
Mmestion 4. Please indicate what percent of cost of 


sales to the U.S. Government is depre- 
Glatloneexpense. 


To place depreciation expense in perspective, 
respondents were asked to indicate what percentage of cost 
of sales on Government contracts was reflected as deprecia- 
tion expense. During the debate on the need for a Standard 
on depreciation, many comments were made regarding the in- 
meer icance of depreciation expense relative to total con- 
merece cost. Mr. Dana, in his dissenting statement on the 
Standard, recommended an exemption to the Standard if 
Sepreciation expense was two percent or less of selling 
mec. [22, p. 8688] Over half of the respondents indicated 
that depreciation expense was 2 percent or less of the cost 


of sales. Conceivably this percentage would be higher if 


the question had asked for the percentage relative to selling 


merece. lable XI summarizes the distribution of responses. 
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iiyAVley b) sgmee Gi 


Dee eeboN EAPENSE AS A PERCENTAGE 
GCE ews! OF GOVERNMENT SALES 


Depreciation Absolute Relative Adjusted Cumulative 


mercentage Pue@ueley mamnequency Frequency Frequency 
(3) (3) (3) 
0.5% 4 8 Oia) 9.1 
eo- 1.0% 6 12 1 8 Ze] 
me - 1.5% 4 8 oe S18 
mea- 2.0% 10 20 coy 54.5 
m= 2.5% 7 14 iE Shee, LUeeo 
ee 5.0% 5 10 11.4 Sa.38 
5-4% 4 8 oe | 90.9 
4-5% Z 4 4.5 T5725 
Greater than 5% 2 4 4.5 100.0 
No Response 6 a2 Missing POG 
Total 50 100 i00.0 OO 0 


GC. RESPONDENT OPINION 

This group of questions was designed to yield informa- 
tion on the opinions held by industry respondents on various 
aspects of CAS #409 as promulgated. In preparing these 
questions, the author used the same questions that were used 
by AGA in surveying its membership. The AGA survey purported 
to be representative of a Government viewpoint with regard 
to the various aspects of the Standard. In asking the same 


questions of the defense industry, the perspectives of both 
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Government personnel and contractors can be evaluated and 
compared. In examining each of the following questions, 
Bie AGA survey response will be indicated for comparison 


(the AGA survey responses appear in Table VI). 


ieee clarity 


Question 5. Please indicate the clarity with which 
CAS #409 communicates its requirement. 


The Standard was generally reported as being clear 
Biecommunicating its réquirement(s). Sixty-one percent of 
the respondents reported that the Standard was very or fairly 
@lear, while only 10 percent reported the Standard as being 
mere y Or very unclear. In comparison, the AGA survey 
meported similar findings and noted that 62% reported that 
Emewotandard was clear, while 12% reported it was unclear. 
Marginal clarity was also comparable at 28.6% and 26% 
respectively. Table XII summarizes the responses to the 
mieStion. 

AUB er aaa 


meen t iY WITH WHICH THE STANDARD COMMUNICATES ITS REQUIREMENT 





Response eet ea Relative Adjusted Cumulative 
meCuenie y. Lone GUemnGy Frequency Prequeney, 
(% ) 3 ) 6 
mony Clear 3 6 ope he 
mainly Clear 27 54 Spore: oe ae 
Marginally Clear 14 28 2 30.<0 89.8 
mairly Unclear 5 6 Orne 95.9 
fery Unclear a 4 a | POO. 0 
No Response iL Z Missing OOO 
Total 50 100 100.0 100.0 
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fee COmtrol of Cost 


@mereron 6. Please indicate the effect on the control 
GOL w@ost during Contract performance 
provided by CAS #409. 


As shown in Table XIII, the overwhelming majority 
of respondents reported that the Standard would have no 
mmecet On Controlling contract cost. From a contractor's 
mommtme: View, depreciation expense can be thought of as an 
uncontroliable cost once the investment in plant and facil- 
ities is made. Any subsequent control would usually be 
exercised in deciding on the depreciation method and/or 
Service life to use in amortizing the cost. The AGA survey 
was in general agreement, with only one-third of the respond- 


mmeoenoting an increase in control resulting from the 


Standard. 
Ashes by cymes Gali 
ee eeGr ON TereeornRok OF COST 

Response Absolute Relative Adjusted 

PRequency Pre gu enicy Frequency 

(6) (%) 

Increased Control i 2 Ze) 
No Effect 46 93 93.9 
Decreased Control i 2 2.0 
No Opinion i 2 Da) 
No Response I 2 Missing 
Total 50 100 Ort) 





ce ~Vism@bality of Data 
Mereotion 7. Please indicate the effect on the 


Vicmolidty Of deprecragion data provided 
by CAS #409. 


Three-fourths of the respondents reported that the 
meacard would have no effect on the visibility of depreci- 
mamomeaata. As related to the previous question, this 
response would seem reasonable, since depreciation expense 
mmgell-derined once the method is chosen. Another 20% 
Mmeperted an increase in visibility of depreciation data. 
Mmmmomimiont be expected as a result of the Standard's require- 
femme tor documentation needed to support depreciation methods 
mae or Service life estimates. Interestingly enough, the 
Peresurvey disclosed comparable responses to this question; 
65% reported no effect and 35% reported increased visibility 


of data. Table XIV summarizes the respondents’ answers. 


TAB CE ony 


ViStololit Or DeErReECrAl TON DATA 


Meee onse Absolute Rew ayeelse Adjusted 
P PLCOQUCch Ce, FPreauency EEeateney 
(3) (6 ) 
mm@ereased Visibility 10 20 20.4 
femetfect oy 74 ore 
Meereased Visibility Z 4 tees 
No Response 1 2 Miss ing 
Total 50 100 OE Oe 8 
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eee eC GUenc y of Peoaeceement 


mmestion 8. Please indicate the effect of CAS #409 on 
the frequency of Contractor/Government 
Giro emelcs 


foamy "derense Contractors had previously registered 
concern regarding disputes and disagreements that might 
merse as a result of interpretations by Government contract- 
ing officers and auditors. In answering this question, 65% 
indicated the opinion that the Standard would increase the 
Hrequency of disagreement. One contractor noted in its re- 
Peense that it may be too early to assess the answer to this 
question since the Standard was technically effective in 
1978. The AGA survey presented a different viewpoint. There 
63% saw the Standard as having no effect on disagreements, 
mee Only 24% reported an increase. Table XV summarizes 


the responses. 


TABLE XV 


FREQUENCY OF CONTRACTOR/ GOVERNMENT DISAGREEMENT 


Response peo Rela Lye Adjusted 
Requency Pome diene y Frequency 
(3) (5 ) 
Increased Frequency Sia 62 Oo 
No Effect 14 28 2 S10 
Beeneased Frequency 1 2 20 
No Opinion 3 6 O.. t 
No Response Ik 2 Missing 
Total 50 100 EO Oe 0 





Demeontcract Negotiation 


@m@estion 9. Please indicate the effect CAS #409 has 
had or is expected to have on contract 
negotiation. 


Table XVI indicates a mixed reaction to the effect 
of the Standard on contract negotiation. Negotiation, as 
@@emoreliminary step in the contract process, was seen as 
being made more difficult by about half of the respondents, 
while the other half saw the Standard as having no effect. 
In addition, the larger the company, the more likely contract 
negotiation was seen as being made more difficult. None of 
the respondents indicated that the process would be made 
easier by the Standard. In contrast, the AGA survey reported 


mioeexpecting no effect and 19% seeing negotiation made 


eee Tr . 

TABLE XVI 

EFFECT ON CONTRACT NEGOTIATION 

Response Absolute Relative Adjusted 

Frequency Peete tev Frequency 

(% ) (3) 

Made Easier 0 0 0 
Mo Eirect De 44 ues: 
Made More Difficult 24 48 50.0 
he, Opinion Z 4 4.2 
No Response Z 4 Missing 
etal 50 100 100.0 
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Dear COOmemIG ¢eneminlis tration 


Miestion 10. Please indicate the effect CAS #409 has 
had Or 1s expected to have on contract 
aamunies t lation 


With regard to the second element of the contracting 
process, the respondents were evenly split on their opinions 
on the effect of the Standard on contract administration. 
Bemeey-Cleht percent reported that the Standard had no effect, 
while another 48% indicated it would make administration more 
difficult. The AGA survey reported 65% seeing little or no 
effect and the remaining equally divided between making 
mammistration easier or making it more difficult. No con- 
mmactOr, aS in the previous question, reported the process 


being made easier. Table XVII summarizes these responses. 


TABLE XVII 


EFFECT ON CONTRACT ADMINISTRATION 


Response Absolute Frequency Relative Frequency 
eae GD 
Made Easier 0 0 

No Effect 24 48 

Made More Difficult 24 48 

No Opinion LZ 4 

Total 50 100.0 
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fa Gomtract Auditing 


maiestuen Its Please indicate the effect CAS #409 has 
had or is expected to have on auditing. 


Aomagerity (74%) Of Contractors indicated that con- 
meget auditing would be made more difficult by the Standard. 
One respondent indicated that the process would be made 
easier. Here again, the larger companies predominantly saw 
the process as being made more difficult. In the AGA survey, 
about half reported no effect on auditing; while the remain- 
ing were split between making the process easier or making 


meemore difficult. Table XVIII summarizes the respondents' 


answers. 
TABLE XVIII 
EPRECT (ON COMmeAC? 220012 ING 

Response Absolute Frequency Relatives mequency 
Made Easier 1 Za) 
N@eErfect 11 LO 

Made More Difficult ay 74.0 

No Opinion 1 Zs 

moc al 50 100.0 


BeeeecOontract Settlement 


Question 12. Please indicate the effect CAS #409 has 
had or 1s expected to have on contract 
Sc ee mememe. 





Generally pmeomlrGuactOrs were Of the opinion that the 
Standard would make the last part of the contract process 
m@e@metaicult. Fifty-eight percent reported that contract 
settlement would be made more difficult. In contrast, 64% 
of the respondents in the AGA survey indicated that the 
Standard would have no effect, while only 17% reported the 


Pmeeess as becoming more difficult. Table XIX summarizes 


the responses to this question. 


TABLE Aix 


Beer ron COnmerel = SEtI LEMENT 


Response Absolute Frequency Relative Frequency 
Made Easier 1 2 
No Effect 18 36 
Mage More Difficult oS 58 
No Opinion i 4 
Total 50 100 


In summary, it is of interest to note the negative 
Zaieeron Of Contractors to the Standard's impact on the 
Gentracting process. Regarding the contract process, in- 
€luding contract negotiation, administration, auditing and 
settlement, contractors generally saw the process as being 
made more difficult. This is in sharp contrast to the 
responses made by representatives reflecting a Government 


Viewpoint. 
oe 84 





Pee RESPONDENT EXPERIENCE 

imeseeroup Of questions focuses on industry's experience 
in implementing CAS #409. The questions were designed to 
@@amess several of the issues and concerns expressed by 
industry during the Standard's development and promulgation. 
Where applicable, amplifying comments made by the respond- 
Smese will be incorporated in the text. By prior agreement 
and as stated in the questionnaire cover letter, all comments 


are anonymous. 
meeelepreciation Method 


Question 13. Please indicate the method(s) of depreci- 
ation commonly used by your company for 
(2) Saetensemeonunmace costing, (bd) financial 
accounting and (c) income tax reporting 
before and after implementation of CAS 
#409. Where more than one method of 
cepreciationmeis used, rank in order of 
Slenificance (for example, 1,2,5). 

Question 14. If your answer to the previous question 
indicated a2 change in depreciation method, 


what was the approximate implementation 
Gos t- 


Much of the controversy aipaganinnente the Standard 
memacead to the method of depreciation that was appropriate 
momeeontract costing. Many contractors felt that there was 
a presumption (at least during the Standard's development) 
by the CASB that favored the straight line method. The 
standard, however, in its final form, liberalized its state- 
Bene On acceptability~of methods available to contractors. 
mies otandarad provides that the method used for financial 


accounting purposes would also be used for contract costing 
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unless that method did not reflect the consumption pattern 
of the asset's services or was unacceptable for income tax 
purposes. This provision was still bothersome to some 
@emenractors who voiced concern over the need to change 
accounting practices (primarily financial) to comply with 
the Standard. 

Table XX summarizes the respondents' primary depre- 
ciation methods that were used prior to CAS #409 and those 
now used. Respondents reporting more than one method were 
asked to rank these in order of significance. An analysis 
M@emene rankings shows that the relative distribution between 
Straight line, declining-balance and sum-of-the-years' 
Peeeees CONntoOrms to the distribution of the primary methods 
reported in Table XX. As can be seen in the table, contrac- 
tors reported virtually no change in depreciation method 
prior to and after implementing CAS #409. 

Only three respondents indicated a change in depre- 
Clation method as a result of implementing CAS #409. Two of 
Miteeeereported "nil" or “insignificant” cost in implementing 
the change, while the third contractor reported that the 
change cost $25,000. One contractor commented, 

Incidentally, DCASR has approved (contractor's) use of 
meomml-OoL-the-years-Digits™" as our depreciation method, 


Seewe have not had to change to "Straight Line."' That 
approval lessens the impact of CAS #409.... 
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IAS LEO XX 


DEPRECIATION METHODS PRIOR TO AND AFTER CAS #409 


Contract Financial Tax 


Costing Accounting Reporting 


Depreciation Method Before After Before After Before After 


Straight line aes 23 oe a 9 9 
Declining-balance 14 LS) vs IW 25 24 
Sum-of-the-digits 9 9 7 ji ae ll 
Machine hours fi i IL 1 0 0 
Unit of production 0 0 0 0 0 0 
Other i 1 il 1 4 4 
No response 2 3 IL 2 1 Z 
Total 50 50 50 50 50 50 
memeoervice Life 


service life determination and the justification 
Meeessary to support it was the most contested aspect of 
the Standard. The following questions focus on the service 
Pitre issue and assess its impact on contractors. 


a. Former Method 


Question 15. Prior to CAS #409 what method or proced- 
ure was used for determining useful life? 


Much of the service-life controversy centered 
about whether methods used for other purposes, primarily 
income tax reporting, were acceptable or reasonable repre- 


sentations of service applicable to Government contract costing. 
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In responding to the question regarding the determination 
@eeservice life prior to CAS #409, 803 of the respondents 
meeerelied in part on IRS asset “guideline lives.” Only 
Miieeot the respondents indicated the use of historical 
experience, which was favored by the Standard, in determin- 
ing service life. Table XXI summarizes the methods in use 
Meteor to CAS #409. Totals are not additive since contractors 
were asked to identify all methods used if more than one was 


applicable. 


TABLE XXI 


RORMER METHOD OF DETERMINING SERVICE LIFE 


Absolute Relative 


geonse PRegme lt Gy. Frequency sels 
(% ) 

Peerorical experience 10 20 4 

Meomasset “guideline lives" 40 8 0 1 

Emeineéring estimate 14 28 5 

metimate of economic life 20 40 2 

Other Z 4 5 
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b. Recordkeeping 


Question 16. When CAS #409 was promulgated, did your 
company have adequate records to calcu- 
iacenn Seer ved eseryice aives Of 
depreciaplewassers ” 





a. If not, what data were lacking? 


b. What were the approximate implementation 
costs of analyzing these records, if 
they existed, or developing them, if 
they did not exist? 





c. What are the estimated continuing 
annual costs of maintaining these 
Records. 


d. Briefly describe the actions taken to 


develop the necessary recordkeeping 
to comply with the Standard. 


During testimony given in the House Committee 
hearing on the Standard, CASB Chairman Staats noted that 
contractors had adequate asset records to determine service 
life estimates. This conclusion was based in part on the 
previously mentioned survey conducted by DCAA (see Table I). 
During the same House Committee hearing, the Financial Exec- 
utives Institute (FEI) questioned the validity of the survey 
ama 2tS conclusions. The FEI noted: 

The DOD personnel who participated in this survey 
Obviously did not understand the records they examined. 
Memis 2150 apparent that most 1f not all of this data 

was gathered from field office records rather than 
memeractor records, Since we cam find no major con- 
medeoor that waS contacted to obtain this specific 
information. 

The fact of the matter is that adequate records do not 
exist and could only be developed at considerable expense 


and over an extended period of time. To clarify this 
point we want the record to show what would be required. 
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In most companies records to exist do show acquisition 
Gace. acquisition cost and disposition date of assets. 
iaiae 1S all. 

The additional records necessary to support the esti- 
mated useful lives selected by a contractor would 


require the development of new systems and the docu- 
mentation of decision criteria. [46, p. 259] 


timo tiasippoLtomilductum, s contention that 
Meeaduate asset records did not exist (in contrast to the 
data ‘a ORG DCAA survey). Over 70% of the respondents to 
the question indicated they did not have adequate records 


Pomcalculate historical service lives. 


TABLE XXII 
meets lENGE OF ADEQUATE SERVICE LIFE RECORDS 





Response Absolute Relative Adjusted 
Frequency Frequency Frequency 
C3 (3) 
Yes 14 28 i 
No 34 68 70.8 
No Response Z 4 Missing 
Total 50 100 100.0 


Of those contractors reporting that they did not 
have adequate records to support service life estimates, all 
but five cited the lack of records supporting standby or 
incidental use of assets. Companies reporting other reasons 
indicated that records had to be reconstructed into new for- 


mats and that records of maintenance, which supported extended 
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asset life, were not available. Firm size based on total 
Maes had no relation to the existence of records. Table 
XXIII summarizes the data that were lacking for the respond- 
ents that reported not having adequate records. Totals are 
Mot agditive, since respondents were asked to identify all 


@acegories lacking. 


TABLE ecient 


SERVICE TipEevAT A LACKING 


Absolute Relative 
ee ponse Prequency PRequency. seals 
Acquisition dates ) S26 5 
Acquisition costs 3 o.6 5 
Record of standby or $ 
incidental use ae occ : 
Disposition dates 8 28.5 5 


mastorical records 
mot retained to permit 14 A Ae 2 
Statistical sampling 


Other 6 sr aoe s: 4 


One of the concerns of this study was whether 
contractors would be able to provide adequate information 
on implementing the Standard, since it had been effective 
for most contractors for only about one and one-half years 
Pemene time of this survey. Notwithstanding this difficulty, 


29 respondents were able to quantify the implementation cost 
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@ewanalyzing existing records or developing them where they 
ceramic exist. In addition, 23 of these contractors were 
able to quantify the continuing annual cost of maintaining 
those records. Respondents reported an average implement- 
ing cost of over $110,000 and annual average costs of over 
$44,000. Table XXIV summarizes these costs. While other 
Gemeractors were unable to quantify their costs, their 
comments included "minimal," "immaterial," "unknown," and 
"considerable."' Two respondents indicated that two and four 
people respectively were needed to perform the recordkeeping 
function. Though the cost data are representative of a 
small number of firms, it is of interest to compare them to 
the data presented by CODSIA's "Second Industry Survey-- 
Beomemic Impact of Cost Accounting Standards." CODSIA re- 
ported that for 81 companies the net increase in costs allo- 
cated to the Government as a result of CAS #409 was $486,000 
(see Table V). This was reported shortly after the Standard 
was published and its effective date set. It is reasonable 
to assume that the costs reported in Table XXIV will like- 
wise be allocated to the Government. These data reflect a 


Significant increase in cost since fiscal year 1975. 
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TABLE XXIV 


IMPLEMENTATION AND ANNUAL MAINTENANCE COSTS OF CAS #409 


Cost Respondents Average Range fetal 

Implementation 29 $110,690 WAPaOlele ne $5.52 807,000 
$1,500,000 

Annual 25 $44,674 $1,500 - Sly Oe 6500 
$500,000 


Respondents noted a variety of actions necessary 
momeemoly with the Standard. The most frequent comment indi- 
cated a change to computer-based data and software changes 
mecessary to retrieve and analyze them. Equally important 
was the development of a system or modification of existing 
recordkeeping to keep track of assets in a standby or inci- 
dental use status. Other actions necessary included re- 
Meeemoly of existing records, location of historical records, 
Peinventory of assets, and the development of supporting 
maintenance and use records. A few respondents noted that 
they had not resolved their recordkeeping requirements or 
were presently negotiating with DCAA to determine what was 
meeded. 

c. Modifying Estimates 
Meestion 17. CAS #409 provides for adjusting historical 
SClIVleCemri Ves (LOtGen leet Circumstances 
expected to influence and shorten future 
lives. Has your company modified service 


life estimates under this provision? 


a. If yes, what has been the basic criterion? 





be Hasmethis been generally acceptable to 
Government contracting officers and 
auditors? 

ee Imeyour opinwmen,. have Government con- 
PeIGtiNlCnOtt Gorsomandeaicemtonrs necelvyed 


adequate written guidance to evaluate 
contractor service life estimates? 


The Standard recognized that certain factors 
feemerbead to a modification of the estimated life of an 
asset if based on historical experience. In broad terms, 
peemeonhysical and economic factors related to obsolescence 
were acceptable reasons for modifying service life. In 
answering this question, 75% of the respondents indicated 
mieyemad not used this provision to modify their service 
life estimates. The remaining respondents indicated that 
eae mest common criterion applied was an expected change in 
the asset's economic usefulness. Table XXV summarizes the 


meepondents' answers. 


TABLE XXV 


VOD Tris iest kV Gee tire Eo liMAres 


Response Benen Relative Adjusted | liores: | 
requency Frequency Frequency Physical Economic Other 

BES 12 24 “(oa 5 6 5 

No oe 66 (es a= == — 

No Response 5 10 Missing 

Total 50 100 LOOE0 
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When applying these factors to modify service 
life estimates, contractors reported that this had been 
Benerally acceptable to contracting officers and auditors. 
Though a small number of responses were received to the 
wieetion, the margin of those reporting “acceptable” was 
two to one over "unacceptable."' Three contractors commented 
forcefully in stating their reasons why modifying service 
lives were unacceptable to auditors. 

DCAA auditors are very unreasonable and effectively 
Meeetude use of this provision by, in effect, requiring 
Semelusive proof. 

Some auditors do not seem to accept that CAS 409 
Peamires adjustment of historical lives to reflect 


@mrrenc thinking on useful life. 


Pmeetal circumstances difficult to quantify; hence 
DCAA/DCASPRO have not accepted special circumstances. 


The question's location in the questionnaire may have re- 
fweeeasin confusion for the respondent. The total answering 
this question does not correspond to the number answering 
the previous question with a "yes" response. The difference 
is seen as the respondent's expression of opinion rather 


than experience. Responses are tabulated in Table XXVI. 


ABlbee Sony a 
BECEPIABLE TO CONTRACTING OFFICERS AND AUDITORS 


Peeponse De sean Relative Adjusted 
requency Frequency (3%) Frequency (3) 

Yes 14 28 70 

No 6 Jigs 30 

0 Se oe cz ese! Pee Tae... 

Total 5 0 100 100 
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When promulgating the Standard, CASB commented 
Om and encouraged procurement agencies to provide written 
meecamee to field personnel to minimize ditficulties in 
implementing the Standard's provisions. When asked their 
opinion, over half of the respondents indicated that con- 
/mereeineg Officers and auditors had not yet received adequate 
written guidance. Another small segment reported they did 
MOmgeknow what guidance had been provided. At the other 
extreme, one contractor thought too much guidance was pro- 
feeoaumoy noting, ‘Too much--they are afraid to exercise 
judgment and be reasonable for fear of being criticized." 
Table XXVII summarizes the responses to this question. Like 
the previous question, because of its Location in the body 
of the questionnaire, this question may have been overlooked 
and left unanswered. Generally, those respondents that 
answered ''no' to the basic question, skipped the remaining 
feetseand went to the next question. 

This question did not attempt to identify any 
Specific problems with guidance that existed. It was of 
mmeerest that 103 of the survey respondents did not know 
what guidance was available. Notwithstanding field memoranda 


and position papers on the Standard, other formal guidance 


is available to contracting officers and auditors. For 
auditors, an important source is Appendix L, "'Audit Guidance 
meeest ACCOUNtIng Standards, Rules and Regulations," of the 


Defense Contract Audit Manual (DCAM). [49] The section on 
CAS #409, L-409, and its illustrations are particularly 


instructive. During 1976, DoD established the CAS Steering 
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Committee and a CAS Working Group. The Working Group pub- 
lishes interim guidance for the implementation of Standards. 
Guidance issued by the Working Group on CAS #409 is W.G. 
feee2, ‘interim Guidance--CAS 409 and the Development of 
Mesoet service Lives.” [22, p. 6386] Finally, DCAA has pre- 
pared an extensive training plan for auditors entitled, 
"Advanced Cost Accounting Standards No. 154." Included 
herein is a complete lesson plan on CAS #409, with a step- 


by-step analysis of the Standard's features and a variety 


of exercises to sharpen the auditor's se eee 
TAB De eevee 

ADEQUATE GUIDANCE AVAILABLE 

Absolute Relative Adjusted 
Response Frequency Frequency (%) Frequency (3%) 
Yes il ae 51.4 
No 19 38 oe 
"Unknown" 5 16 Va%.5 
No Response ee 50 Missing 
motal 50 100 OO. 0 

irs 


The author gratefully acknowledges the receipt from 
DCAA of a copy of this lesson plan and instructor aids. The 
meme includes excellent reference sources and practical exer- 
Cises and case studies that help elarify the Standard's key 
provisions. 
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d. Tailored Estimates 


Mimestion 18. CAS #409 requires service lives of assets 
to be based on individual company exper- 
Piece le VOlteOwimbhon. 2S tnis tailored” 
approach more equitable than a fixed 
schedule of service lives applicable to 
a wcoOmeaaerors =| forecxXample, the IRS 
Guidelines)? 

During the Standard's development, CASB shifted 
its emphasis on the determination of asset service life from 
meitance On IRS asset "guidelines lives" to individual com- 
Dany hiStorical experience. In responding to this question, 
Memon the contractors felt that this treatment was less 
equitable than a schedule of service lives (for example, the 
feemeutdelines) applicable to all contractors equally. One 
contractor thought the Standard was equitable but noted that 
it "was not administered by DCAA correctly." Other comments 
were more critical and included the following, "IRS Guide- 
lines were generally adequate. CAS 409 was not needed,"' 
Another contractor offered, "It is incredible that the Board 
would promulgate a Standard which would result in differing 
Dives £Or possibly identical assets. Use of IRS guideline 
Pives always avoided this result."' The responses on this 
Mieanten would appear to be consistent with the contractors’ 
previous use of IRS Guideline lives, as reported in Question 


[eo ReSponses to this question are included in Table 


Pv il. 
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PARLE lil 


PeMrrABILITY OF TAILORING SERVICE LIFE ESTIMATES 


R Be ADsalute Relative Adjusted 
— Frequency Frequency (3%) Frequency (%) 

WES 16 Sig 34 

No a1 62 66 

No Response 5 6 Missing 

Total 50 100 100 


e. Adjustment for Unique Assets 


Question 19. CAS #409 provides that unique assets that 
are expected to be useful only for a par- 
ticular COnbhNae Cmecanmniavewunedr Service 
lives adjusted to reflect these circum- 
stances. Has your experience to date 
with contracting agencies or auditors 
indicated any problems with this provision? 


ihe uncertainty of continuing Government con- 

Meaects and the acquisition of special facilities and equip- 
Mememeo SUpport these efforts was identified by contractors 
aoeeving a Significant impact on service life estimates. A 
meevision for treating these unique assets when special cir- 
cumstances exist and when agreed upon by the contracting 
parties was provided for in the Standard. This provision 
was further amplified during the AGA Symposium when Deputy 
secretary of Defense Dale Babione stated: 

imMeecennection with Standard 409, I have just recently 

issued advice to the contracting officers that the pro- 

Visions of that standard which deal with the economic 

life of assets may be applied in those instances where 


contractors can demonstrate that assets are being 
eecquired ii SUppOrt Of specific programs. Thus, where 
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ampeosram is expected to last for only eight years, 
Booets May be depreciated over an eight-year period 
even when the normal physical life of the assets would 
be somewhat longer. [6] 
Table XXIX indicates that a large majority of 
meogomdents had no difficulty in their experience with this 


provision. This situation may have resulted in part from 


the specific guidance given contracting officers and auditors. 


TABLE XXIX 


ADJUSTING LIFE FOR UNIQUE ASSETS 


Pee Sonse Absolute Relative Adjusted 

P Frequency Frequency (%) Frequency (3%) 
Yes 7 14 Tie 
No 34 68 82.9 
Nemnesponse g ks Missing 
Total a0 100 Ost 


Seecash Plow and Profitability 


Question 20. CASB Chairman Staats stated that the 
impact on contractor cash flow "would 
not occur until the full cycle of asset 
replacement is completed." 


aN eeCAS *400 Sao inp remented, have the 
effect of reducing your company's cash 
flow? 


(1) If yes, what was the estimated 
average annual dollar amount? 


b. For your company, how many years will 


liereduire to complete a “full cycle 
of asset replacement"? 
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Question 21. CAS #409 was criticized as having a 
RegaeivemiMNpacteon PrOLLtsS, Capital 
formation and investment. Have sub- 

Souci chlamCe smo OOD rata t policy 
(weighted guidelines) and CAS #414 
(Cost of Money as an Element of the 
Cost Of bacilitves Capital) mitigated 
PilemtnbaGh Or Onose1 409 son eproritaadl ity 
and cash flow? 

As part of the controversy surrounding the Standard, 
cash flow reduction was a major concern to the defense 
Mmimterny. Critics argued that a Standard that increased the 
momento recover an investment in capital assets or reduced 
Mmesmerate Of recovery, would act as a disincentive to that 
mare stment. The CASB, on the other hand, stated that changes 
in cash flow would be minimal, since it would only be the 
difference between that computed under the old and new meth- 
ods. In answering question No. 20, over 70% of the contrac- 
tors responded that the Standard would have no effect on 
reducing their cash flow. Included in this category were 
imorecontractors that indicated the Standard would have an 
effect on their cash flow but that it would be "minor" or 
Metemeniticant.'' Their responses were changed to 'no"” 


because of the reported minimal effect. Table XXX summar- 


mecsmtenese responses. 
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TABLE XXX 


CASH FLOW REDUCTION 


R Absolute Relative Adjusted 
<2) Frequency Frequency (%) Frequency (3%) 

es es 26 Zo 

No 31 62 Ons 

mo Response 6 2 Missing 

Total 50 100 POCO 


Nine of the thirteen respondents that indicated a 
reduction in cash flow were able to quantify the amount of 
the reduction. The average annual reduction in cash flow 
was $3,353,000, but the range was very wide. If the re- 
spondent reporting a reduction of $25 million is removed 
from the analysis, the average drops to $846,250 with the 
range being $25,000 to $2 million. The responses are sum- 


Merrzea in Table XXXII. 


TABLE XXXI 


AMOUNT OF CASH FLOW REDUCTION 


Number 


Respondents AVemage Reduction Range Total 
2 $3,353,000 $25,000- $31,770,000 
Ho 2000 5.000 


102 





The above data are, at best, crude estimates that 
retlect, in part, the method of depreciation, service life 
estimates for a wide variety of assets and their projected 
future replacement. This problem was highlighted when con- 
ietetors were asked to estimate their "full cycle of asset 
replacement.'"'’ The concept is unwieldly because it includes 
a number of variables. Each asset or group of assets has 
differing physical and economic lives. To determine a full 
@yewe of replacement requires lumping a variety of short and 
long-lived assets together. The difference in lives is 
readily apparent in examining the "IRS Guideline Classes and 
Periods" of assets. The question asked of the respondents 
Sueemot attempt to differentiate between asset types; there- 
Memes a wide spread of responses was received. In view of 
the problems discussed above, the author attaches no signif- 
icance to the data. Thirty-three contractors provided 
answers to this question, with an average of 14 years being 
meported as the "full cycle of asset replacement." 

tuning the Congressional hearings on the Standard, 
Contractors requested that the Standard be set aside until 
eeeerowon inflation and the cost of capital could be issued. 
At the same time, DoD requested similar postponement until 
a review of DoD profit policy could be completed. The Board 
remained steadfast and noted in its prefatory comments to 
the Standard that the cost of capital and profit policy were 
separate issues from depreciation accounting. In late 1976, 


the CASB promulgated its Standard No. 414 on the cost of 
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mage al, and DoD revised its profit policy subsequent to 
Mmm@emerotit ‘76 Study. 

Contractors were asked whether the new DoD profit 
poe y and CAS #414 offset the effect of CAS #409 on their 
cash flow and probability. Table XXXII reflects the 
mem@emadentsS’ experience to this question. Two-thirds re- 
Seemeed that the profit policy and CAS #414 had not offset 
the Standard's impact. One contractor stated, "Amounts 
teemeed fOr CAS 414 were subtracted from contracting offi- 
meee rorit Objectives, dollar for dollar."’ Another con- 
EGaetor voiced similar experience by stating, "Weighted 
Pumaelines effectively offset any benefits of CAS 414." The 
identification of the offset relationship between the profit 
policy and CAS #414 is not new. William Letzkus, in an 
Carlier study on DoD profit policy and CAS #414, concluded 
MiwemorotLit depended on the ratio of facilities investment 
and could conceivably be less than what would have existed 


teers tne Old profit policy. [35] 


TABLE XXXII 


HAS DoD PROFIT POLICY AND CAS #414 
Mie Cw itteeebPeCT OF CAS #409 


Absolute Relative Adjusted 
ese ae ue ney: Frequency (%) Frequency (3%) 
Yes 5 30.0 526 
No SIL 62.0 6 7a 
No Response 4 8.0 Missing 
toca | 50 iO 0 100.0 
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4. Impact on Capital Investment 


Question 22. Though the requirements of CAS #409 were 
phased and asserted not to affect con- 
tracts until 1978, did the Standard have 
any negative impact on your company's 
Capital budget and investment decisions 
when promulgated? 

Question 23. Has CAS #409 affected the proportion 
of new investments financed by internal 
cash flow as opposed to new external 
financing? 

Question 24. Have you required additional amounts 
of government owned facilities for 
CGilmnact Ss Onede you, ineend tO do so 2s 


a consequence of investment disincen- 
tives in CAS #409? 


Monecmn by both defense contractors and DoD regard- 
miemedsi flow and profitability was part of a larger issue 
related to capital investment and maintenance of the indus- 
trial base. Contractors argued that the Standard was con- 
trary to these stated goals and would serve as a disincentive 
to future capital investment. DoD similarly pointed out 
eideetes pOlicy of promoting contractor investment in their 
own facilities would be endangered by the Standard. When 
asked whether the Standard had impacted on the company's 
Capital budget and investment decisions, all but two con- 
@Eacctors reported that it had not. The responses are tab- 


ulated in Table XXXIII. 











TABLE XXXIII 


DID THE STANDARD IMPACT ON THE COMPANY'S 
CAPTIAL INVES@MENT DECISIONS? 


Pee ense Absolute Relative Adjusted 

P Frequency Frequency (%) Frequency (3%) 
Yes 2 4 4.3 
No 44 88 Ore 
No Response . 4 8 Missing 
orca | 50 100 100.0 


Related to the capital investment decision is the 
fiememtication of the financing and its source. Financing 
emmepe derived from two sources--either from internal oper- 
ations or from outside the company (debt or equity). A 
reduction in internal cash flow would presumably have to be 
Macdemup trom outside sources in order to undertake a given 
investment plan under a constraint SEmlamited Lresources. 
Semecactors reported in Table XXXIV that, in all but one 
case, no change in financing was necessary as a result of 


CAS #409. 
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TABLE XXXIV 


HAS CAS gi 400 VAL PEG lED CARPTIAL INVESTMENT 
FINANCING DECISIONS? 


Absolute Relative Adjusted 
pe pense Frequency Frequency (3%) Frequency (%) 
Yes i: 2 Dee: 

No 46 92 97.9 
No Response 3 6 Missing 
Total 50 100 100.0 


DoD had expressed concern that the Standard would 
meee a return to the Government having to provide facil- 
morose to CcCOntractors to induce their participation in defense 
Pelated contracts. For years, DoD had been shifting away 
from doing this and had as its stated goal the encouragement 
Gemeonmteractors to furnish their own facilities and equipment. 
Pimiese 90% of the contractors reported that they did not or 
did not intend to seek Government owned facilities as a part 
Saemetr contracts. The fact that a small number of con- 
mererors indicated that they wound seek the facilities as 
a result of CAS #409 is difficult to assess but may be of 


some concern to DoD. Table XXXV summarizes these data. 
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TABLE XXXV 


GOVERNMENT OWNED FACILITIES REQUIRED 
AS A RESULT OF CAS #409 


Pee ojonse Absolute Relative Adjusted 

P Frequency Frequency (3%) Frequency (3%) 
Yes 5 10 EGO 
No 42 84 89.4 
NemResponse 3 6 Missing 
eutea 1 50 100 LOGO 


5. Erosion of the Defense Industrial Base 


Ouestion 25.a. Has the promulgation of CAS #409 caused 
your company to limit or reduce parti- 
Cipation in Government contracts? 
b. Has there been a reluctance or refusal 
by your smaller subcontractors to 


Participate in CAS-covered contracts 
as a result of this Standard? 


several opponents of the Standard expressed an 
opinion that defense contractors would seek to reduce their 
participation in Government business because of the Standard's 
restrictive nature. Proponents argued that the majority of 
defense contractors were "captive" participants and generally 
would be unable to shift their direction into commercial 
pursuits. 

Almost all of the respondents indicated that the 
Peandard had not caused their company to reduce participation 


in Government contracts. This finding might support the 
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meeouive “contractor notion, except that various regula- 
Mmeomenmay have led to a decline over an extended period of 
meee one contractor stated, "'CAS plus other regulations 
has reduced participation.'' Table XXXVI summarizes the 


emm@eractor'’s responses to this question. 


TABLE XXXVI 


HAS CAS #409 IMPACTED ON CONTRACTOR PARTICIPATION 
IN GOVERNMENT CONTRACTS? 


Absolute Relative Adjusted 
ee onee Frequency Frequency (3%) Frequency (%) 
Yes 2 4 4.3 
No 44 88 Sioa 
No Response 4 8 Missing 
Total 50 100 100.0 


Related to the above question, equal concern was 
expressed regarding the impact on subcontractors. Many 
Midierery representatives stated that smaller subcontractors 
would not seek CAS-covered contracts from prime contractors 
because of the burdensome requirement to comply with CAS 
meee lable XXXVII points out that a large majority of con- 
maeears had not observed their subcontractors refusing 
Gevernment-related contracts. One contractor noted that CAS 
exemptions for smaller companies had offset the requirement 


MemmeoncOntractor to comply with CAS #409. The fact that a 
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small number of contractors observed a decline might be 
Meee fOr concern, particularly if it reflects an erosion 


of the defense industrial base. 


TABLE XXXVII 


HAS CAS #409 IMPACTED ON SUBCONTRACTOR 
Poke eCLPATION TNeUEFENSE CONTRACTS ? 


Pee ehse Megs Ibu c r= Relabive Adjusted 

P Frequency Frequency (3%) Frequency (3%) 
Yes 5 10 17 
No Ss, 70 87.5 
No Response 10 20 Missing 
Total 10 100 100.0 

bee Uisputes 
Question 26. Has your company experienced any disputes 


Wit PROGUREHCNtsenmttGtals Or auditors 
regarding implementation and compliance 
with CAS #409? 


Defense contractors and industry spokesmen had 
criticized the Standard as placing an onerous requirement to 
ieeument and justify depreciation method and service lives, 
whereas DAR and IRS regulations were easily understood and 
feered. Critics argued that disputes would arise over 
Mmeeetpretations of the Standard by contracting officers and 
auditors, regardless of the professed intention of the CASB 


Poeminimize these conflicts in the Standard's wording. 
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Bimcloport Oo: IMealstry. > contention; Table XXXVIII 
shows that a majority of contractors reported experience 
with disputes concerning the implementation of and compli- 
ance with the Standard. In assessing the reasons, disputes 
SreetmoerVice life determination and recordkeeping require- 
ments were dominant. This is not surprising, particularly 
in view of the majority of contractors that had previously 
reported that they did not have adequate records to support 
Service life estimates in accordance with the Standard (see 
Miestion #16). Reasons for the disputes are indicated in 


cere XXXIX. 


TABLE XXXVITII 


PE PeRLENCE With CONTRACT Stor oleo 


Pee onse Absolute Relative Adjusted 

P Frequency Frequency (3%) Frequency (3%) 
Yes 26 BZ 55a 
No ay 42 44.7 
No Response 5 6 Missing 
Total ol, 100 10020 
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TABLE XXXIX 


GENERAL NATURE OF THE DISPUTE 


Absolute Relative 


“Sp Ouleye Frequency Frequency (3%) Rank 
Recordkeeping 

Requirements 17 65 2 
service Life 

Petermination oe 85 if 
Demreciation 

Method 6 Tings 3 
ener 6 25 5 
E. SUMMARY 


Mammain focus of this chapter has been to reflect the 
feeteopinions and experiences of defense contractors regard- 
eoomena 7409. This was accomplished by examining the 
responses made by contractors to a questionnaire prepared by 
the author. The questionnaire sought to express contractor 
Seemeenmeon Various aspects of the Standard and experience in 
mipeementing it. Where applicable, contractor comments were 
Meluded to amplify the survey data. The responses to each 
of the survey questions were Summarized in tables throughout 


Miemeeext fOr orderly presentation. 
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Vee RINGIPALS EA NOUINGS.  GONCLUSITONS 
AND RECOMMENDATIONS = =————™ 
A. FINDINGS AND CONCLUSIONS 

The objective of this study was to contribute accurate 
data reflecting defense industry opinion and experience with 
Cost Accounting Standard No. 409. The following principal 
findings and conclusions were derived from the survey 
response data discussed in the preceding chapter: 

meee preclation expense is a relatively small part of 
Muewecontract cost. A majority of contractors reported 
that depreciation expense was 2% or less of the cost of 
Government sales. Over 95% reported that depreciation 
expense was 5% or less of the cost of sales. 

2. The Standard, as promulgated, is generally under- 
stood by contractors. Only 10% of the responding companies 
indicated that the Standard was unclear in communicating its 
requirement. 

Eeeercontractors are of the opinion that the Standard 
will have no effect in controlling costs or giving greater 
Visibility to depreciation data. <A similar opinion was 
expressed by Government representatives in an AGA sponsored 
survey. 

4. The Standard has had a negative impact on the con- 
Peacting process--making it more difficult and subject to 


more contractor/Government disagreement. 


disk 











Bee COntractors have not changed their depreciation 
methods for contract costing, financial accounting or income 
tax reporting. Changes in the Standard's wording from pre- 
liminary drafts to its final form have apparently given 
@emermactors adequate flexibility in selecting and justifying 
their depreciation methods. 

6. Prior to the Standard, contractors primarily relied 
momen asset ‘guideline lives" for determining the useful 
iwememof an asset. Historical experience, which is favored 
by the Standard, was used by only 20% of the contractors in 
determining asset service life. 

fee Significant majority of contractors reported that 
they did not have adequate records to document and support 
their service life estimates as required by the Standard. 
imremeinding 1S in direct conflict with the Board's prefatory 
Sommenes to the Standard. Contractors not having adequate 
Becemas indicated that the lack of records supporting standby 
Sune tcental use was the principal reason. The cost to con- 
tractors not having adequate records has been considerable. 
Semeractors reported an average cost of $110,690 to implement 
the recordkeeping requirement and an annual average cost of 
$44,674 to maintain the records. 

ee eontr,aetors havessencrally not modatied thear service 
life estimates to reflect obsolescence factors. This may be 
felemin Page to the newness of the Standard and the short 
Experience of contractors since its effective date. Where 


experience existed, the respondents reported that the 
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appropriate changes in asset lives were generally acceptable 
to contracting officers and auditors. Related to this find- 
ing is contractor opinion regarding guidance available to 
Contracting officers and auditors. A majority reported that 
adequate written guidance is not available or the extent of 
the guidance was unknown to the contractor. 

meee Contractors generally view as more equitable the use 
fmemerxed SChedule of service lives (for example, IRS Guide- 
mimeah, rather than the use of individual historical exper- 
lence. Companies saw the emphasis on historical experience 
as a departure from the CASB's stated objective of promoting 
uniformity and consistency in cost accounting practice. 

Gime Shere special circumstances exist that would lead 
EOvan adjustment to service life estimates, most contractors 
reported no problem in making the adjustment. This is perhaps 
Suemmepart to specific guidance provided to contracting 
Peemeers and auditors with respect to applying this provision 
fememe otandard. 

mies «6in spite of early predictions by industry that the 
Standard would restrict cash flow, over 70% of the company 
respondents reported that no cash flow reduction was exper- 
ienced. For the respondents indicating reduced cash flow, 
Mien companies reported an aggregate annual reduction of 
$51,770,000, one of which was alleged to be $25,000,000. 

ieee ttontseby the Board ta address the cost of capital 
imethe form of CAS #414 and changes to DoD profit policy have 


MeGemetrtset the etfect of CAS #409 on contractor cash flow 
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Memeprotitability. In certain instances, contractor profit- 
ability may actually be less than it would have been under 
eiemold policy. 

mee CAS #409 did not cause contractors to change their 
Syeeal investment plans or decisions. An overwhelming 
meapememey Of Contractors reported no change in their invest- 
Memenpilans Or in their method of financing and no need for. 
Government-owned facilities as part of their contracts. 

14. Prime contractors and subcontractors have not 
reaquced their participation in defense contracts due to any 
disincentives contained in the Standard. For small subcon- 
Medterors, exemption or modified CAS coverage has probably 
offset the need to comply with CAS #409. 

meme ine otandard has led to disputes.and conflicts with 
Sememacting officers and auditors. Over half of the respond- 
eiuecammeported that disagreement had existed with respect to 
GAS #409. The nature of the disagreement primarily focused 
On Contractors’ service life determinations and recordkeep- 


ing. 


B. RECOMMENDATIONS 

fere toOllowing actions are recommended: 

Mmerecontractor opinion and experience with CAS #409 
focused on the Standard's intent and subsequent problems 
fee tcS implementation and interpretation. From the research 
identified in this study concerning CAS #409, it is recom- 


mended that the CAS development process be amended to minimize 
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@@ese problems in the future. Prior to the effective date 
of a Cost Accounting Standard, thorough guidance should be 
developed for its implementation and interpretation. This 
Moeeamee Should be developed jointly by the CASB, Office of 
the Secretary of Defense (MRAG&L/Comptroller), DCAA and 
defense industry representatives (for example, CODSIA, AIA, 
MAPI). This action would serve to provide a common frame- 
work of understanding in which a Standard can be promulgated. 
Disputes and disagreements would be minimized, and an orderly 
implementation of the Standard's provisions would be provided 
Op gee 

2. Much of the controversy surrounding CAS #409 centered 
Smeaetner a conflict existed with the Standard's require- 
ments and the stated goals and policies of the nation. The 
GAspeenarter should be re-evaluated by the Congress as it 
relates to similar policy issues arising from the develop- 
ment of future Standards. As an agency of the Congress, the 
Meomeeeations of the CASB should be consistent with stated 
pupemeepolicy objectives. Each CAS should be evaluated by 
the CASB with these objectives in mind, and an "economic 
mipeaeu report’' should be prepared prior to issuing future 
Standards. Although the Standards deal directly with cost 
Heeemmting practices, they inevitably have an impact on 
Government procurement policies and, hence, on contractors' 
memancial positions. 

See lhe Department of Detensej, as a part of its current 


assessment of profit policy, should evaluate the impact of 
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mre 409 On contractor depreciation practices. DoD profit 
memrcy should provide adequate incentives for contractors 
Gemearticipate in defense contracts and should recognize 
how depreciation affects profitability and cash flow. 

4. A follow-on study of CAS #409 should be conducted 
mmeege tuture, after contractors have had adequate experience 
mmo lementing and applying the Standard in order to provide 
aebetter perspective of its impact on the defense industry. 
The subsequent study might include contractor interviews and 
feemdce) study to provide an in-depth evaluation. This analy- 
meemmeould provide a framework for changes to the Standard's 
Pangsuagse, its implementation and interpretation, and its 
economic impact. Indeed, further research into the economic 


medets Of all Cost Accounting Standards is recommended. 


fee vViEW OF THE RESEARCH QUESTIONS 

mae DaSic research question of this project was: What 
memene impact of Cost Accounting Standard No. 409 on the 
detense industry? Subsidiary questions included: 

mee im the opinion of the defense industry, how has the 
meemeadrd affected the contracting process? 

fee low has the Standard affected the accounting prac- 
fmeemot the defense industry regarding depreciation? 
Pea What costs, 1f any, were incurred by the defense 
Maustry in implementing the Standard? 


4. Has cash flow and capital investment by contractors 


been affected by the Standard? In what way? 
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felay;Ority Of Contractors are of the opinion that the 
contracting process has been made more difficult as a result 
Of the Standard. Actual experience by contractors further 
supports this opinion. A majority have also experienced 
actual disagreement or conflict with contracting officers 
and auditors over the Standard's provisions. To a certain 
Seeecnic, the conflict might arise from a lack of written 
guidance to contracting officers and auditors and/or the 
Gmmerdetor’s unfamiliarity with what guidance actually 
ers ts. 

The Standard has not significantly altered the depreci- 
meromeaccOuUnting practice of industry. Contractors have not 
had to change methods in order to be in compliance with the 
Standard. The most significant change has been the need to 
develop and evaluate records to support their service life 
Bewemmates. Generally, contractors have been able to justify 
Obsolescence factors or special circumstances to adjust 
feeeenrcal service lives. 

Contractors have incurred significant costs to implement 
the Standard. Not only have contractors experienced ''sunk" 
costs in implementing the Standard and developing supporting 
documentation, but continuing annual costs are being in- 
ememed to comply with the Standard. For the most part, these 
will be added costs to the Government in the form of overhead 
and general and administrative costs of contracts. 

Contractors' and DoD's concerns over the possible dis- 


incentives to contractors' capital investment and the erosion 


eg 





of the industrial base have not been proved justified. 
Caution should be used in stating this finding, however. 
Disincentives and erosion should be evaluated within the 
femtext @: the whole body o£ controls and regulation that 
aempay to the defense industry. The bitter controversy 
Peememnding this Standard focused attention on these prob- 
lems. Greater emphasis needs to be directed at these issues 
mimcone Lucure 1f we are tO maintain our defense and indus- 
Mita posture. 

fmeeonclusion, the Standard has had a fairly modest 
impact on the defense industry. In general, the reaction 
has been negative. However, many of the forecasted prob- 
lems projected by industry and the Department of Defense 
did not develop. Future review is necessary to stay abreast 
of these issues as the Standard reaches maturity and its 


full impact can be assessed. 
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COST ACCOUNTING STANDARDS 
BOARD 


[4 CFR Part 409] 
DEPRECIATION OF TANGIBLE CAPITAL 
ASSETS 


Proposed Cost Accounting Standard 


Notice is hereby given of a proposed 
Cost Accounting Standard on the Depre- 
ciation of Tangible Capital Assets, being 
considered by the Cost Accounting 
Standards Board for promulgation to 
implement further the requirement of 
Section 719 of the Defense Production 
Act of 1950, as amended, Public Law 91- 
379, 50 U.S.C. App. 2168. When promul- 
gated, the Standard will be used by all 
relevant Federal agencies and national 
defense contractors and subcontractofs. 

The proposed Standard, !f adopted, 
would be one of a series of Cost Account- 
ing Standards which the Board 1s pro- 
mulgating ‘‘to achieve uniformity and 
consistency in the cost accounting prin- 
ciples followed by defense contractors 
and subcontractors under Federal con- 
tracts.” (See section 719(g) of the De- 
fense Production Act of 1950, as amend- 
ed.) It is anticipated that any contractor 
receiving an award of a contract on or 
after the effective date of this Standard 
will be required to follow it {n accordance 
with the provisions of $ 409.80. 
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Income tax regulations have estab- 
lished bases for selection of depreciation 
lives and methods of depreciation for as- 
signing depreciation cost to accounting 
periods. Our research has indicated that 
contractors often select depreciation 
lives and methods for contract costing 
purposes based on what is permitted by 
these regulations rather than on bases 
which are representative of the consump- 
tion of the service potential of the tangi- 
ble capital asset. In these circumstances 
many choices have resulted in unduly 
accelerating allocation of depreciation 
cost to earlfer cost accounting periods 
and to final cost objectives within those 
earlier cost accounting periods. 

The proposed Standard would estab- 
lish the principle that for contract cost- 
ing purposes the service lives established 
for tangible capital assets be the ex- 
pected actual service Mves at the date 
of acquisition. Accordingly, the proposed 
Standard would require that the service 
lives used shall be the estimates used for 
financial accounting purposes unless 
financial accounting lives are unrealistic, 
in which case the proposed Standard 
would require that more realistic esti- 
mated service lives be used. The proposed 
Standard also would require that the 
method of depreciation used for contract 
costing purposes approximate the ex- 
pected consumption of asset services in 
each cost accounting period. The method 
of depreciation used for financial ac- 
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ounting purposes is satisfactory if rea- 
onabie 1n the circuinstances. 

The Board calls attention to the treat- 
aent that would be prescribed in con- 
fection with changes in estiinated serv- 
ee life, residual vaiue, or method of de- 
weciation. This proposed Standard 
yould require that adjustments be appii- 
able only to the remaining undepreci- 
ited cost of the assets, which reinaining 
tost shall be amortized in the current 
tnd future periods in accordance with 
he new determinations. The treatment 
»rovided in this proposed Standard for 
thanges in accounting estimates such 
1s chanyes in expected life is the same 
is that which Opinion No. 20 of the 
Accounting Principles Board (July 1971) 
brovides for financial reporting. APB 
Opinion No. 20, however, provides that 
yave in accounting principle may in- 





olve corrections for cumulative effects 
in prior periods; a change in depreciation 
method for existing assets is used (para- 
graph 22 of the Opinion) as an example 
of a change in accounting principle re- 
quiring changes related to prior periods. 
For contract costing purposes, the Board 
does not proposed retroactive changes. 
Amounts once charged off as deprecia- 
tion expense should not be reinstated 
and again be available for charge against 
future projects. Conversely, if assets have 


not yet been charged off, it would be - 


equitable that the entire remaining de- 
preciable cost of those assets be identified 
to cost objectives of future periods. 

Included in the proposed Standard is 
an Appendix A, which was derived from 
the Internal Revenue Service’s Revenue 
Procedure 71-25. The proposed Standard 
would use Revenue Procedure 71-25 “‘As- 
set Guideiine Periods” to establish lower 
limits for estimated service lives that 
may be used for contract costing pur- 
poses where contractors’ accounting 
records do not support shorter fives. 

The proposed Standard is expected to 
be applied by contractors in situations 
where depreciation cost is a factor in de- 
termining equitable charging rates to be 
used as a basis for contract costing. For 
exampie, the development of rate sched- 
ules for construction plant and equip- 
ment and ownership costs for compari- 
son to lease or rentai costs would be ac- 
complished in conformance with the 
requirements of the proposed Standard. 
The proposed Standard also would be 
used by educational institutions in de- 
termining amounts to be compensated 
for use of buildings, capital improve- 
ments and equipment. 

The Cost Accounting Standards Board 
is particularly interested in comments 
on the above subjects. The Board also 
solicits comuments on any other matter 
concerning the proposed Cost Accounting 
Standard which will assist the Board in 
{ts consideration of the proposal. 

Interested persons should submit writ- 
ten data and views, concerning the pro- 
posed Cost Accounting Standard to the 
Cost Accounting Standards Board, 441 
G Street, NW., Washington, D.C. 20548. 

To be given consideration by the 
Board in its determination relative to 
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final promulgation of the Cost Account- 
ing Stundard covered by this notice, 
written submissio must be made to 
arrive no iater th August 12, 1974. 


Nore: All written submisslons made pur- 
suant to this notice will be made gvallable 
for public Inspectlon at the Board's office 
during regular business hours. 


Sec. 

409.10 
409.20 
409.30 
409.40 
409.60 
409.60 


General applicability. 
Purpose. 

Definitlons. 

Pundamental requirement. 
Techniques for application. 
Illustrations. 

409.70 Exemptions. 

409.80 Effective date. 


AUTHORITY: Sec. 719 of the Defense Pro- 
duction Act of 1950, as amended, Pub. L. 
91-379, 50 U.S.C. App. 2168. 


§ 109.10 General applicability. 


This Standard shall be used by defense 
contractors and subcontractors under 
Federal contracts entered into after the 
effective date hereof and by all relevant 
Federal agencies in estimating, accumu- 
lating, and reporting costs in connection 
with the pricing, administration, and set- 
tlement of all negotiated prime contract 
and subcontract naticnal defense pro- 
curements with the United States in ex- 
cess of $100,000, other than contracts or 
subcontracts where the price negotiated 
is based on (a) established catalog or 
market prices of commercial items sold 
in substantial quantities to the general 
public, or (b) prices set by law or regula- 
tion. 


§ 109.20 Purpose. 


(a) The purpose of this Standard {s to 
provide criteria and guidance for assign- 
ing costs of tangible capital assets to cost 
accounting periods and for allocating 
such costs to cost objectives within such 
periods In an objective and consistent 
manner. The standard is based on the 
concept that depreciation costs identified 
with cost accounting periods and bene- 
fiting cost objectives within periods 
should be a reasonable measure of the ex- 
piration of service potential of the tanel- 
ble assets subject to depreciation. Adher- 
ence to this Standard should provide a 
systematic and rational flow to benefit- 
ing cost objectives of the costs of tangible 
capital assets over their expected service 
lives. 

(b) This Standard does not cover non- 
wasting assets or natural resources which 
are subject to depletion. 


§ 409.30 Definitions. 


(a) Residual value. The proceeds (less 
removal and disposal costs, if any) re- 
alized upon disposition of a tangible capi- 
tal asset. It usually is measured by the 
net proceeds from the sale or other dispo- 
sition of the asset, or the fair value if the 
asset is traded in on another asset. 

(b) Service life. The pertod of useful- 
ness of a tangible capital asset (or group 
of assets) to its current owner. The pe- 
riod may be expressed tn units of time or 


output. The estimated service life of a 
tangible capital asset (or group of as- 
sets) is a forecast of the period of use- 
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fulness of the asset(s) and is the period 
over which depreciation cost is to be as- 
signed. 

(c) Tangible capital asset. An asset 
that has physical substance, more than 
minimal value, and is expected to be held 
by an enterprise for continued use or 
possession beyond the current account- 
ing period for the services it yields. 


§ 109.410 Fundamental requirement, 


(a) The depreciable cost of a tangible 
capital asset (or group of assets) shall 
be assigned to cost accounting periods in 
accordance with the following criteria: 

(1) The depreciable cost of a tangible 
capital asset shall be its capitalized cost 
less its estimated residual value. 

(2) The estimated service life of a 
tangible capital asset (or group of assets) 
shall be used to determine the cost ac- 
counting periods to which the depreciable 
cost will be assigned. 

(3) The method of depreciation se- 
lected for assigning the depreciable cost 
of a tangible capital asset (or group of 
assets) to the cost accounting periods 
representing its estimated service life 
shall reflect the expected consumption of 
services in each cost accounting period. 

(4) Gain or loss upon disposition of a 
tangible capital asset shall be assigned to 
the cost accounting period in which the 
disposition occurs. 

(b) The annual depreciation cost of a 
tangible capital asset (or group of assets) 
shall be allocated to cost objectives for 
which it provides service in accordance 
with the following criteria: 

(1) Depreciation cost may be directly 
charged to cost objectives only when 
such charges are made on the basis of 
usage and depreciation costs of all like 
assets used for similar purposes are 
charged in the same manner. 

(2) Where tangible capltal assets are 
part of, or function as, an organizational 
unit whose costs are charged to other 
cost objectives based on a measure of the 
services provided by the organizational 
unit, the depreciation cost of such assets 
shall be included as part of the cost of 
the organizational unit. 

(3) All depreciation costs which, are 
not allocated in accordance with para- 
graph (b)(1) or (2) of this section shall 
be included in appropriate indirect cost 
pools. 

(4) Gains or losses from disposition of 
a tangible capital asset shall be allocated 
in the same manner as the depreciation 
cost of the asset had been or would have 
been allocated for the cost accounting 
period in which the disposition occurs. 


§ 409.50 Techniques for application. 


(a) Depreciation of a tangible capital 
asset shall begin when the asset is ready 
for use in a normal or acceptable fashion. 
However, where partial utilization of a 
tangible capital asset is [dentified with a 
specific operation, depreciation shall 
commence on any portion of the asset 
which is substantially completed and 
used for that operation. Depreciation of 
capitalized spare parts which are nor- 
mally required for the operation of a 
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(a) A contractor purchases a mililng 
nachine for Its machine shop to replace 
, milling machine which was fully de- 
rreciated and retlred from Service. Pro- 
luction records, malntained for a group 
f like milling -machines in the machine 
hop by the contracvor, indlcate that the 
nilling machines have a capability to 
yroduce more units of product in the 
arlier years of service iife than in later 
ears and the number of units produced 
jecrease for each succeeding year of 
ervice life. Therefore, the contractor’s 
ecords support depreciation charges on 
n accelerated basis for the repiacement 
niliing machine. Since the Standard re- 
uires that the contractor’s method ap- 
roximate the expected consumption of 
ervices, annual charges for depreciation 
hould be higher in early years to reflect 
he decreasing usage of the asset over 
ime. 

(b) The contractor also purchases 2 
athe for lts machine shop. The contrac-~ 
or, aS a regular step In its fixed asset 
rocurement process. prepares a sum-~ 
nary of estimated revenues to be derived 
rom the use of the lathe to support the 
ompany’s decislon to buy the’ asset. The 
ummary shows estlmated revenues by 
iscal year and indicates that, because of 
nabillty to hold tolerances, revenues to 
we defived from use of the lathe will be 
ower in later years. Therefore, the sum- 
nary of estimated revenues supports de- 
yreciatlon charges on an accelerated 
yasis for the itathe. Since the Standard 
equlres that the contractor’s deprecia- 
jon method approximate the expected 
onsumption of services, and estimated 
eyenues may be used as a surrogate for 
ictual machine usage, annual charges 
or depreclation should be higher in eariy 
rears of asset life. 

(c) The contractor desires to charge 
lepreciation of the milling machine de- 
cribed in paragraph (a) of this section 
lirectly to final cost objectives. Usage 
yf the milllng machine can be measured 
‘asliy based on units produced. Contrac- 
or may charge depreciation cost di- 
‘ectly on a unit of production basis pro- 
ided he uses an average depreciation 
‘yharge for all like milling machines In 
she machine shop and charges deprecia-~ 
jon for all iike milling machines directly 
) final cost objectives. 

(d) The capltallzed cost of the milllng 
nachine described in paragraph (a) of 
his sectlon was $50,000. It ls estimated 
that the milling machine will have a re- 
sidual value of $4,500 upon disposition. 
Because $4,500 is less than 10% of cap- 
talized cost, annual depreciation 
sharges may be based on capitalized cost 
of $50,000. However, the asset must not 
ne depreclated below the $4,500 residual 
value. 

(e) (1) A contractor outfits a new 
office building with miscellaneous low 
cost furniture and fixtures total $250,- 
000 which he capitalizes as an original 
complement of low cost equipment. The 
service llfe of the new buiiding is esti- 
mated at 40 years and it is expected that 
the building wiil be operated as an office 
bulldlng for its entire life. It 1s expected 
that the furnlture and fixtures wili have 
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an average life of 12 years and will have 
a minimal residual vaiue upon disposi- 
tion. Contractor should depreciate half 
of the capitalized cost of the originai 
complement over six years. Replenish- 
ments to the original complement may 
be expensed as acquired. 

(2) At the beginning of the 15th year 
of use of the complement, the contractor 
decides to repiace the total complement 
in that cost accounting period. The net 
book vaiue of the originai compiement 
should be adjusted to actual residual 
value in that cost accounting period. 

(f) A contractor acquires a_ test 
faclliity with an estimated physical life 
of ten years, to be used on contracts for 
@ new program. The test faciilty was 
acquired for $5 miliion. It is expected 
that the program will be completed In 
six years and the test facility acquired 
will not be required for other products 
of the contractor. Aithough the facility 
will fast ten years, the contractor may 
depreciate the equipment over six years. 
If the use of a six-year life for this asset 
would cause the average ilves used for 
the asset guideiitne ciass to be shorter 
than the periods established under the 
rules in Appendlx A, the contracting 
parties may agree that the asset is to 
be treated separately for the test of 
guideilne ilves. 

(g) Contractor acquires a building by 
donatlon from its focai Government. 
The building had been purchased new 
by another company and subsequently 
acquired by the focal Government. Con- 
tractor capltaiizes the building at Its 
falr vatue. Under this Standard the de- 
preciable cost of the asset based on that 
value, if otherwise allowable, may be ac- 


counted for over Its estimated service 
life and allocated to cost objectives In 
accordance with the contractor's cost 
allocation practices. 

(nh) A contractor accounts for two 
groups of assets subject to this Stand- 
ard. This iilustratlon describes the 
average estimated service life that shail 
be used to determine the cost account- 
ing periods to which the depreciation 
cost will be assigned for contract cost- 
ing purpose. 

[fh yours] 


Avernge service ilvos 


Group A Group B 


Estlmatied service Ilfe for fiuan- 

cial accounting purposes_..... 12 12 
Estlmated service life (or In- 

come tax purposes using the 

lower limit of the asset dapre- 

ciation range. .._....-...- 8 12 
Asset guideline perlods under 

Appendix A.....-...-..- 0. 10 15 
The life which must be used for 

contract costing In coimpli- 


ance with § 409.50(d)(1)_...... 12 


1 Uniess such life reflecis an unrealistle axpectatlon 
of actual service Ufe. 
? Unless contractor can support a shorter service life. 


§ 409.70 Exemptions. 
None for this standard. 
§ 409.80 Effective date. 


(a) The effectlve date of this Cost Ac- 
counting Standard is (Reserved). 

(b) This Cost Accounting Standard 
shall be foliowed by each contractor for 
ali assets acquired on or after the start 
of his next fiscal year beginning after 
the receipt of a contract to which this 
Cost Accounting Standard Is applicable. 


APPENDIX 


Asset guideline classes and perinds 


Assot guide 
line class 


Description of assets Included 


Asset guide 
iIne period 
(In yoars) 





00. 0 Depreciable assets used In all business activities, except as noted: 


™m. 1 


Office furniture, Axtures, machines, and e pipet Ineiudes furniture and Axturcs 
which are not a structural component of t 


iiding, and machines and equipment 


used In the preparation of papers or data. Inciucies such assets as cicsxg, files, sales, 
typewriters, accounting, calculating and data processing miachines, communice- 
tions, dupl@atingmind copying cquiipment -. ... occ. ee ce ce ccc ccc ccc ccscces 10 


Transportation equipment: 


Buses __ 


over-the- road: 


_? 838 838 88883 
2 Sug Ree LBSLr 


o 
—_ 
oo 


Automobdilas; taxis®..........282....... 


Aircraft (airframes and engines) except aircraft of alr transport compgnig’ Spe 4 
30 0 SOOOCOOOL ee Pe rere 3 
a 


General purpose trucks, Including. concrete ready-mik tricks anc oro tricks for naa 


Light (actual unloaded weight Irss than 13.000 If).. ee 4 
Heavy (actual unloaded weight 13,000 ib or more) . 4 
Railroad cars and locomotives, except those ow ned ly railrond Lransporta- 
tion companies. .................... Sit eae 
Tractor units used over-the-road....... 
Trailers and trailer-mounted containers... ... : 
Veasels, barges, tugs and siiniiar water I alah URIs arcept these 
used In marine contract constriction. . cm 
Dopreciable asaets used in the following activities: 
Agriculture: Inchides only such assets as are identified below and that. are used In 


the productlon of crops cr plants, vines and (roes finchuding (orssiry); the xeep- 
ing, grazing, or foeding of livestock for animal products (includlig aerums), for 
animals Increase, or value Increase; tho operation of dry lot or farm dairies, 
nurseries, greenhouses, sod (nrmsa, misiirooin celiars, cranberry bogs, aptarics, 


and (ur farms; the 


roduction of buth, flower, and vegetable seed crops: aiid the 


performance of agricultural, antinat hushandry and horticultural services. 


Improvements. . 
Aulmals: 
Cattle, breeding or a eee 
Horses, breeding or wor 
Hogs, breading... - ; 
Shoop and gonts, breeding . 
Farm huildings !... 


moinerals (Inchiding sand, gravel, : 


Machinery and capa tae including grain bins und fences but no other laud 


cee eereaereee eee 


Mining: Incindes assets used in the mining aud quarry tug of metalite and onmetalilo 
stone, nndeiny) and the willling beneficlation and 


other priiuary preparation of such materials. Seek ge ntamiar cee « 10 
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-laset guideisne classes and periodse—Contlnucd 





Asset guide- 
line ciass 


Degoription of assets included 


Asset guide- 
line period 


(in years) 





13. 1 


jis ay 


13. 3 
13. 4 


rs 


Drilling ef of} and gus wells: Includes assets used In the di ililng of oll and gas wells 
on a contruct, fee or other basis and the provisloo of geophysical and other 
oxplorcation services; and the provislou of such oll and gas field services a3 chem- 
lval tresatinent, plugging and abandoning of wells and cementing or perforating 
well casings; but not Including assets used in the performance of any of these 
activities und services by integrated petroleum and natural gus producers for 
thell CW BUCOLNU. ee coe ee re eee eiticlcise= ccwcniectioc aces cece cs cee 

Explorution for petroleum and natural gas deposits: Includes assets used for drilllug 
of wells and production of potrolewn snd natural gas, lnciuding gatherlng pipe- 
lines and related storage facilities.’ when these are related activilies undertaken 
hy petroleum BNC NGCITe ees DIOUNCChS..-<aoee oa cet cals n acs cee ee cadence 

Petrolenin retining: Includes assets used for the distillation, fractlonation, and 
eataly tic cracking of crude petrolenm Into gasoline and Its otber components. . .... 

Marketlug of potrulenin and petruleum products: Includes assets used in markct- 
ing, such ay reluted storuge facilities und complcte service stations,' but not In- 
pert any of tbese facilities related ty petroleum and natural gas trunk 
Pipellites . ..2cece ee oe eee re eee a new acicewneeatcecseectns aaa vace see + 

Contract Construction: Includes sucb assets used by gencral building, - special trade, 
heavy construction and marine contractors, does not include assets used by 
compaines In performing constriction services on tbelr own account, 

Contract construction other than marine...........-..-.-.--....-- aWeimals codaanaie = 

Marine contraciions ructious © ete. cn coat e nee cage cetscn ac omer sb acest eiw=s oc 

Manufacture of foods and beverages for human consumption, and certaln related 
products, such ay Munulactured ice, chewlug gum, vegetable and animal fats aud 
oils, and prepared feeds for animals and fowls. 

Graln and grain mili products: Includes assets uscd iu the production of flours, 
cereals, Uvestock feeds, and other grain and grain mill products. -...2.2222 222... 

Sugar und sugar pecdpets: Includes assets used in tbe production of raw sugar, 
syrup or flushed sugar from sugar caneor sugar beets......-...--.--.-. +--+. eee 

Vegetable oils and vegetable oll products: Includes assets used In the production of 
oil from vegetable materials aud the manufacture of related vegctable oil products. 

Ali other food and kindred products: Includes asscts used In tbe production of 
foods: beverages and related production not included In classes 20.1, 20.2, and 

Manufacture of tobacco and tobacco products: Incindes assets used In the productiono 
cigarettes, cigars, sinoking and chewing tobacco, snutf and other tobacco products... 
Munufacture of textlie mill products: 

Knitwear and kit products: Includes assets used In the production of knit apparel 
and other tinisivediarticlesirom Vatnecs-. 3-25 oc ee eee eee eae seer a cnecme eee 

Textile mill products, except knitwear: Includes assets uscd in tbe production of 
spun, woven or processed yarns and fabrics; of mattresses, carpets, rugs, pads, and 
sheets, and ofother products of natural or syithetic fibers... .-......-.22222-.-.---- 

Finishing and dyeing: Includes assets used in the tinlshing and dyeing of natural and 
synthetic fibers, yarns, and fabric and knit apparel......-.-..-...-....--.--.----- 

Manufacture of apparel and other finished products: Includes assets used in the pro- 
duction of clotbing and fabricate textile products by the cutting and sewing of woven 
fabrics, other taxtile products and furs; but does not Include assets used in tbe manu- 
facture of apparel froin rubber and leather........ aaa aes aaa wiea s em ete ae aaa re 

Manufacture of Inmber and wood products: 

Cutting of tlmber: Includes fogging machinery and equipment and road building 
equipment used by logging and sawmiii operators and pulp manufacturers ou tbeir 
OWMBCCOUNG) Hae See Ee a ee an nea een a ale clorole = aie sine wie ens ee aee Sea amacs 

Sawing of dimensional stock from logs: Includcs machinery and equipment installed 
in permanent or well-establishedsawnulls> 32.62 eee ec see ee ce a. es 

Sawing of dimensional stock from logs: Includes machinery and at a installed 
in sawmills characterized by temporary foundations and ao lack, or minimum 
amount, of iumber-handling, drying, and residue~d!lsposal equipment and facilities. 

Manufacture of luinber, wood products and furniture; Includes assets used In the 
production of piywood, bardboard, flooring, veneers, furniture and otber wood 
products, including the treatment of poles and thimber....- oe ae anee oe sec ca ssc 

Manufacture of paper and allied products: 

Manufacture of pulps from wood and other cellulose fibers and rags: Includes 
assets used in the manufacture of paper and paperboard, but does not include tbe 
assets used in pulpwood logging nor the manufacture of hardboard......_..._-- 

Manufacture of paper and paperboard: Jucludes assets used in the production 
of converted products such as paper coated orf the pS per machine, paper bags, 
paper bores. and, envelopesre.... 22 eee eee soc ce ees seem see eee eee os ecet ee 

Printing, publishing and aHled industries: Includes asscts used in printing by one or 
more of the common processes, such as letterpress, litbography, gravure, or screen; 
the performance of services for the printing trade, such as book binding, typesetting, 
engraving, photoengraving, and electrotyping; and tbe pubilcation of newspapers, 
books, and periodicals, whether or not carried out In conjunction with printing.. 

Manufacture of chemicals and allied products: Includes assets used In the manufac- 
ture of basic chemicals such as acids, alkalines, salts, and orgaitic and inorganic 
chemicals; cbemicai products to be used In further manufacture, such as synthetle 
fibers and plastics materiais, {ncluding petro-cbemical processing beyond that 
which is ordinarily a part of petroleum retuuing; aod finished chemical products, 
such a8 pbarmaceuticals, cosmetics, soaps, fertilizers, nts and v hes, ex- 
plosives, and compressed and liquified gases. Does not Include aati used In the 
eaute of finished mibber and plastic products or in tbe production of natural 

roducts, butane, propane, and by-products of natural gas production plants.. 

Nini acture of rubber and plastics products: 

Manulacdure of rubber products: Includes assets used for the production of products 
from natural, synthetic, or reclaimed rubber, gutta perciia, balata, or gutta aiak, 
sucb as tires, tubes, rubber footwear, mechanical rubber goods, heels and soles, 
oo ton, and rubber sundries; and In the recapplug, retreading, and rebuilding 
OUT OSGi < «saci eee a ae sae a oe oI ete < witness cocccecncsasusd 

Mounufacture of miscellaneous finished plastics products: Includes usgets used in 
the manufacture of plastics products and the molding of primary plastics for the 
trude. Does not Include assets used In the manufacture of basic plastics materials 
nor the manufacture of phonograph records. . 2.22... ee eee eee eee wee 

Manufacture of leather: Includes assets used in the tanning, currying, and finishin 
of hides and skins; the processing of fur pelts; and the manufacture of finish 
leatber products, such a3 footwear, belting, apparel, luggage and similar leather 


Manufacture of stone, clay, glass, aud concrete products: 

Manufacture of giass products: Includes assets used in the SE pan Sais of fiat, blown, 
or pressed products of giasy, such as plate safety and window glass, glass con- 
ae glassware and fiberglass. Does not include assets used in the Manufacture 
Of: |G sOe se ee ee ee ie. . Se 5 sO | cece ccccec duce cucwalls ew 

Manufacture of cement: Inciudes assets used in the production of cement, but does 
not inciude any assets used in the manufacture of concrete and concrete products 
mor linaby minineramres traction proceqat . .. <5. 5. coc cccc ccc ceccescccuctce a 
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Asset guideline classca and periode—Continued 





Fi 
iF 


Doscriptien of assets Inctnded 





a3 


37.4 


40,1 


40, 2 


40. 3 


40, 6 


40. 51 
40. 62 


Manufacture of other stone and clay prodnots: Includes assets used {n the manu- 
{acture of produacts {rom matertals in the fomm of clay and vtone, suck as brick, 
tile and pipe; pottery and related products, such as vitreous-chima, plumbing 
tixtures, earthenware and ceramio Insulating materiais; and also Includes assets 
used in manutfucture ef concrete and cencrete products. Does net melude assets 
used in any mining or extraction proepessss......--......-. ---- —-- —~.--—...- 

Manufacture of primary metais: [Includes assets used in the smelting and refining of 
ferrous and nonferrous nietals from ore, pig, or scrap, the rolling, drawing, and 
alloying of ferrous aid nonferrous metals; the manufacture of castings, forgings, 
and other hasic products of ferrous and nonferrous metals; and the manufacture 
of nails, spikes, structural shapes, tubing, and wire and cable: 

Ferrous metals......-..-- re ae coe 

IMNonferrousirmcre se 6 Coon ome oe wo oe ee ere oa Seow ene cn sweesue 

Manufacture of fabricated metal products: Includes assets used In the production of 

metal cans, tinware, nonelectrie heating apparatus, fabricated structural metal 
products, metal stanipings and other ferrous and nonferrous metal ne wire prod- 

UCiS NOt Ne WNOle Clase NGO oo 7-8 os oe See seer con au ce arene ees tan ewewcce ae 

Manufacture of machinery, except electrical and transportation equipment: 

Mannifsoture of metalworking machinery: Includes assets used lo the production of 
metal cutting and forming machines, special dies, tools, jigs, and Axtures, and 
ob ail fet Sel Veco ig i a a ee ee 

Manufacture of other machines: Includes assets used in the production of such ma- 
chinery as engines and turhines; farm machinery, construction, and mining 
Taachinery; general and special industrial machines incitnding office machines and 
nonolectronic computing equipment; miscellaneous machines except electrical 
equipmentiand trensportation eqaipment- onc 2 on 8. oon eo ence cescencces- 

Manufacture of electrical machinery, equipment, and supplies: Includes assets used 
In the production of machinery, apparatus, and sapplies for the generation, 
storage, transmission, transformation, and utilization of electrical energy: 

Manufacture of elec trical equipment: Includes assets used In the prodnction of such 
machinery as electric test and distrihuting equipment, electrical Industrial ap- 
paratus, household appliances, electnc lighting and wiring equipment; slectronic 
components and accessories, phonograph records, storage hatteries and ignition | 
SYS CAIN 9 hee, er et. _ ee ee ee aw ca ucaneaoke 

Manufacture of electronic prodncts: Includes assets used in the “production of aS 
tronic detection, guidance, control, radlation, computation, test and navigation 
equipment and the components thereol. Does not include the assets of menue 
facturers engaged only in the purchase and assembly of components......---2: 

Manufacture of transportation equipment: Includes assets used In the production ar 
gach machinery a8 vehicles and equipment for the transportadion of passengers 
and cargo: 

Manufacture of motor vehicles and parts: Includes assets used In the production of 
automobiles, trucks, trailers, huses and thelr component parts. ....--..-.-.--.. 

Manufacture of aerospace products: includes assets used In the produstion of alr- 
craft, spacecraft. rockets, missiles and thelr component parts.—--.---...----.3 

Ship and hoat huilding: Includes assets used in the manufacture and rapalr of ships 
and bOets; hot excludes dry docks. .---.....-<c2ssse5- ones - ca cece wane scecceneeee 

Manufacture of railroad transportation equipment: fncludes assel3 used in the 
puides aod rebuilding of rallroad locomotives, railroad cars, and street railway 











Maniwiciiie of professional, scientific, and controlling Instruments; photographio 
and optical goods; watches and clocks: Includes assets used In the manufacture of 
meéchanical measuring, engineering, laboratory aod scientific research instruments; 
optical instruments and lenses; surgical, medical and dental instruments, squip- 
ment and supplies; ophthaimic goods, photographic equipment and supplies; and 
Ww Setetes and clocikyee css... eee eee ee men once 

Manolacture of products not elsawhere classified: Inciudes assets used in the Satie 
ton of jewelry; musical Instruments; toys and sporting goods; pens, pencils, office 
and art supplies. Also includes assets used In production of motion picture and 
television films and tapes; as waste reduction plants; and Io the ginning of cottan__ 

Railroad transportation: [ncludes the assets identified heiow and aalch are seed 

in the commercial and contract carrying of passengers and freight hy rail. Ea- 
cludes any nondepreciahle assets lncluded in Interstate Commerce Commusalpn 
accounts enumerated for this ciasa: 
Railroad machinery and 6quipmieil. ..-- 25-2 -..-<2- 45-.---.-.~--ss0---~~--------~ 

Includes assets classified in the following Interstate Commerce Commission 

accounts: t 

Road accounts: 
(16) arue and oifice buildings (freight handling machinery and equipment 


re) 
(26) Communication systems 
(27) Signals and interlockers 
(37) Roadway machines 
(44) Shop machinery 
Equipment accounts: 
(52) Locomotives 
(53) ‘Freight train cars 
(54) Passenger train cass 
(55) Highway revenue equipment 
(57) Work equipment 
Rallroad structures and similar improvements__......--..--.- 22 
Lacludes asett Claswfied in the following Interstate Commerce Canmisaion road 
accounts: 
(6) Bridges, trestles, and culverts 
(7) Elevated structure 
18) Seon anaes ration and oturopcain 
( tation and o 8 (6 and other o structures onl 
(17) Roadway buildings oa 
(18) Water stations 
(19) Fuel stations 
(20) Shops and englnehouses 
(31) Power transmission systems 
(38) MiscalNaneous structures 
(39) Puhlic improvements constrnotion 
Railroad wharves and docks ' 
(23) Wharves and docks 
(24) Coal and ore wharv4s 
Railroad powerplant and equipment: 
Electric generating equipment: 
Hydraulio 


were © oe Oe Peewee Te Set eteeee eeue ee eeene eroertiis Soe 
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Assct guideline classea and perivda—Continued 


ep NS ee 


Asset guide- 


fino class 





79.0 


Descrlptiou of assets tnuctuded 


RIPE, joo 05 oO ca GOCOe SSCA DECODER OSUCOODE Se 6500 CODUUOR OO ROe Do ooe rae 
Steain, courpressed ulr, and other powerplant equipitent_.......--..---------- 
Motor transport—pussengers: tuciides assets used in the urhan and Iuterurban 
conmnerctal and contract carrying of passengers by road, cxcept the trausportation 
assets juclhuded mm) class 00.2 aliove. nico A EO Ee Ee ae ee 
Motor transpert--freighet: includes assets used In the couimercitul and contract 
carrytuy of fieigtiit by road, except tue transportation assets Included In Class 00.2 
above 2 22 ee pe ee eee ale ow clnie eiclanc cicise ee wca - aclu wialsloee 
Wuler Wunsportation: Luchidrs assets used In the coummerctal and contract carrying 
of freight and passengers by water except the transportation assets included In ciass 


00.2 above. - Sea. tice aboce SS5HOR Coss 6 e00UGEd CONC E eC Saoar 
Air transport: licludes ussets used ui the commercial and contract carrying of pus- 
sengers auld freight tly alr... 2... Re ee ee oe acee~+--. tae accses 


Pipeltiw transportation: tnetudes ussets used tu the private, conunercial, and con- 
truct carryiug of petroleum, gas, and other products by means of pipes and con- 
veyuors. The truuklines and reiated storage facilities of integrated petrofeum and 
natural yas producerrs are included tn this class! 2.222222... 2-2 ---. e222 eee -- ee 

Conmmanicution: ficludes assets used in the furnishing of polnt-to-potot conumunica- 

liom sorvices by wive or radio, whither intended to be received aurully or visually; 

wltd radio brosicastiig and television: 

Telepltone. tuchudes the assets ideutilled below and which are used tn the provision 

of commerClal atid contract telepnotuic services: 

Central otfice buildiugs: Special purpese stmictures intended to house 
ceutral olilce equipment and which are classified In Federal Communications 
CO PTUTLIISSIOUT eee ees es wie ain w on eceeceececsscscocene 

Central olilce equipimnoeut: Lueludes centrai office switching and related equip- 
Ineut classified in Federal Cemiuunications Commission Account No. 221-._.. 

Station equipmont: Iucludcs stich station apparatus and connections as tele- 
typewriters, telephones, bootiis, and private exchanges ag are classified in 
Federal Con:munications Comnussion Account Nos. 231, 232, and 334__....-..- 

Distribution plant: Includes such assets as pole }ines, cable, aertal wire and 
underground conduits as are ciassified in Federal Communications Commis- 
sion Account Nosy 28i92.1 242.2, chz.3, 242.4, 24d qand 244... 2. 2.206. cece ccs 

Rauio aad television broadcasting ee eel cute oceecntecacecssea 

Etectric, gas, nnd sanitary services: 

Eiectric utilitivs: Includes assets used In the production, transmission and dis- 
tribution of electricity for sale, Inciuding related jand Improvements,' and 
tuentified as: 

Ilydraulic production plant: Includes dams, flumes, canals and waterways. Also 
includes jet engines and other internal combustion engines used to operate 
auxiliary facilities for Joad shaving purposes or in case of emergencieg.._.._..-- 

Nuetear production ptant: Includes et engiles and other Internal combustion 
engines used to operate auxiliary facilities for load shaving purposes or in case 
Ol SiN Che CCl ese ee 6 nn ence ccncccedasecnetancenssetees= 

Steam production plant: Includes jet engines and other internal combustion 
engines used to operate auxiliary facilities for Joad shaving purposes or in case 
OM GINGRROICIC3: 0 oe ee ee cine Oe ca cele and anceederescenswes cua 

Transmission and distribution faciliti@i de... 2... clean wc ncecscenccacescsse 

Gas utiliites: Inciudes assets used in the production, transmission, and distnbution 
of natural and manufactured gas for sale, jucituding related Jand improve- 
ments ! and ideutified as: 

Distribution facilities: Incituding gas water heaters and gas conversion equip- 


ment instalied hy utility ou customers’ premises on a rental Dasis....... eer 
Maniiecltureug ssyprodueulorn Planbaass. 2 ose ac oo oa Soa c wees aca cw cccwcuccewanen 
IVeLUrAr SES (OrOGUCUON DIGH Ly sese 44 eterno ced aloe dco ecnc~awenem cmon 
Trunk pipelines and related storage facilitieg_.........---- ee eee es Oe 
Water utilities: Includes assets used in the gatheriug, treatment, and commercial 
distrihution of water........-.... ee eee ee ee bn ewe wsiciaceac aco 
Central steam production and distribution: Inciudes assets used in the production 
Bnd UiStriDitlonslsveant Mieshie see naan eon ae fe een ec keteceoce 


Wholesaie and retai) trade: Inctudes assets used in carrying out the activities of 
purchasing, assembling, storing, sorting, grading, and selling of goods at both the 
wholesale and retail tevel. Also includes assets used In such activities as the opera- 
tion of restaurants, cafes, coin-operated dispensing machines, and in hrokerage of 
SEPA DcOtRl, 2 ere oa eee, ee ee, og ction en 

Services: Includes assets used in the provision of personal services such as those 
offered hy hotels and motels, taundry and dry cleaning estahlishments, beauty 
and barher shops, photographic studios and mortuaries. Inctudes assets used in 
the provision of professional services such as those offered hy doctors, dentists 
lawyers, accountants, architects, engineers, and veterinarians. Inctudes assets used 
in the provision of repair and maintenance services. Includes equipment or facilities 
used hy cemetery organizations, news agencies, teletype wire services, piumbing 
contractors, frozen food lockers, research laboratories, hotels, and motels (except 
omice flimmituremnd frtures). . Ser. 255. ooh ss ote s Petes on oe wn Sew cc cmeceon s 

Recreation and amusement: Includes assets used in the provision of amusement or 
entertainment services on payment of a fee or admission charge, ag in the operadion 
of bowling alleys, billiard and | establishments, theaters, concert halls, amuse- 
ment parks, and miniature golf courses. Does uot inciude such assets which consist 
primarily of specialized land improvements or structures, such as golf courses, 
sports stadia, racetracks, sii slopes, or buildings which house bowling alleys.....- 


Asset guide- 
line period 
(in years) 





& 


10 


10 


10 


10 





1 Inchides only property which is ‘‘oligibie property’’ as defined in section 1.167(a)-11(b)(2) of the Income Tar 


Regulations, such as certain s 
aod Its structural com pouents 


ee structures and certain research and storage facilities (but not a building 


ARTHUR SCHOENHADT, 
Ezecutive Secretary. 


[FR Doc.74-13452 Filed 6-10—74;8:45 am] 
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PROPOSED RULES 


ST ACCOUNTING STANDARDS 
BOARD 


[4 CFR Part 409 ] 
RECIATION OF TANGIBLE CAPITAL 
ASSETS 


roposed Cost Accounting Standard 


tice is hereby given of a proposed 
Accounting Standard on the Depre- 
on of Tangible Capital Assets, being 
dered by the Cost Accounting 
dards Board for promulgation to im- 
ent further the requirement of sec- 
719 of the Defense Production Act 
50, as amended, Public Law 91-379, 
S.C. App. 2168. When promulgated, 
standard will be used by all relevant 
ral agencies and national defense 
actors and subcontractors. 

eiated proposal was publlshed by the 
don June 11, 1974 (39 FR 20505). 
* reviewing the more than 100 re- 
ses to that publication, the Board 
evised the proposal. The Board takes 
opportunity to express Its apprecia- 
for the helpful suggestions and crit- 
is which have been furnished. 

e proposal published on June lil 
i In part on asset guideline class lives 
lished by the Treasury Department. 
Board, after carefully considering all 
elevant issues and the advice It has 
ved, has determined that asset serv- 
ives for contract costing purposes 
ld be developed on the basis of the 
sactor’s own actual previous experi- 
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ence with comparable assets in similar 
service. The Board has therefore modified 
its proposal in order to place the primary 
reliance on records of the age of assets 
at the time of disposal or withdrawal 
from active service. The Board recognizes 
that such records are not now in exist- 
ence for all contractors. The basic data 
from which such analyses can be pre- 
pared, however, are generally available. 
The Board has determined that a reason- 
able working period should be provided 
in which contractors can prepare the ap- 
propriate analytical records. 

The proposal being published today in- 
cludes a number of other modifications 
in the June 11 version. The Board now 
especially solicits comments on Its pro- 
posal respecting the documentation of 
expected service llves. Interested persons 
should submit written data and vlews 
concerning the proposed Cost Account- 
ing Standard to the Cost Accounting 
Standards Board, 441 G Street NW., 
Washington, D.C. 20548. : 

To be given consideration by the Board 
in Its determination reiative to final pro- 
mulgation of the Cost Accounting Stand- 
ard covered by this notice, written sub- 
missions must be made to arrive no later 
than November 4, 1974. 


Nore: All written submissions made pur- 
guant to this notice will be made available 
for public Inspection at the Board's office dur- 
mg reguiar business hours. 


It is proposed to add Part 409 to read 
as follows: 
Sec. 
409.10 General applicability. 
409.20 Purpose. 
408.30 Definitions. 
409.40 Fundamental requirement. 
409.60 Techniques for application. 
409.60 MDlustrations. 
4038.70 Exemptions. 
409.80 Effective data. 


AUTHORITY: 84 Stat. 798, Sec. 103 (50 U.S.C. 
App. 2168). 


§ 409.10 General applicability. 


This Standard shall be used by defense 
contractors and subcontractors under 
Federal contracts entered into after the 
effective date hereof and by all relevant 
Federal agencies in estimating, accumu- 
lating, and reporting costs in connection 
with the pricing. administration, and 
settlement of all negotlated prime con- 
tract and subcontract national defense 
procurements with the United States In 
excess of $100,000, other than contracts 
or subcontracts where the price negotiat- 
ed is based on (a) established catalog or 
market prices of commercial Items sold 
in substantial quantltles to the general 
public, or (b) prices set by law ar regula- 
tion. 

§ 409.20 Purpoec. 

(a) The purpose of this Standard is to 
provide criteria and guidance for as- 
signing costs of tangible capital assets 
to cost accounting periods and for al- 
locating such costs to cost objectives 
within such periods In an objective and 
consistent manner. Tne Standard is 
based on the concept that depreciation 
costs Identified with cost accounting pe~ 
riods and benefiting cost objectives 
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within periods should be a reasonable 
measure o: the expiration of service po- 
tential of the tangible assets subject to 
depreciation. Adherence to this Stand- 
ard should provide a systematic and 
rational flow of the costs of tangible 
capital assets to benefited cost objectives 
over the expected service lives of the 
assets. 

(b) This Standard does not cover non- 
wastir.g assets or natural resources 
which are subject to depletion. 


§ 409.30 Definitions. 


(a) The following definitions of terms 
which are prominent in this Standard 
are reprinted from Part 400 of this chap- 
ter for convenlence. Other terms which 
are used in this Standard and are de- 
fined in Part 400 of this chapter have 
the meanlings ascribed to them In that 
part unless the text demands a different 
definition or the definition is modified in 
paragraph (b) of this section: 

(1) Residual value. The proceeds (less 
removal and disposai costs, if any) 
realized upon disposition of a tangibie 
capital asset. It usually is measured by 
the net proceeds from the sale or other 
disposition of the asset, or its falr value 
if the asset is traded in on another asset. 
The estimated residual value {ts a cur- 
rent forecast of the residual value. 

(2) Service life. The period of useful- 
ness of a tangible capltal asset (or 
group of assets) to its current owner. 
The period may be expressed in units of 
time or output. The estimated service 
life of a tangible capltal asset (or group 
of assets) is a current forecast of Its 
service life and is the period over which 
depreciation cost is to be assigned. 

(3) Tangtble capital asset. An asset 
that has physical substance, more than 
minimal value, and is expected to be held 
by an enterprise for continued use or 
possession beyond the current account- 
ing period for the services it yields. 

(b) The following modifications of def- 
inltions set forth in Part 400 of this 
chapter are applicabie to this Standard: 
None. 


§ 409.40 Fundamental requirement. 


(a) The depreciable cost of a tangible 
capital asset (or group of assets) shall 
be assigned to cost accountIng periods In 
accordance with the following criteria: 

(1) The depreciable cost of a tangible 
capital asset shall be its capitalized cost 
less its estimated residual value. 

(2) The estlmated service life of a 
taneible capital asset (or group of as- 
sets) shall be used to determine the cost 
accounting periods to which the depreci- 
able cost will be assigned. 

(3) The method of depreclatlon se- 
lected for assigning the depreciabie cost 
of a tangibie capital asset (or group of 
assets) to the cost accounting periods 
representing its estimated service life 
Shall reflect the expected consumption 
of services In each cost accounting 
period. 

(4) The galn or loss which is recog- 
nized upon disposition of a tangible 
capital asset shail be asslgned to the cost 
accounting period in which the disposi- 


tion occurs. 


ne 





(b) The annual depreciation cost of a 
ngibie capital asset (or group of as-~ 
ts) shall be allocated to cost objectives 
r which it provides service in accord- 
ice with the following criteria: 

(1) Depreciation cost may be charged 
rectly to cost objectives only if such 
larges are made on the basis of usage 
ad only if depreciation costs of all like 
ssets used for similar purposes are 
1arged in the same manner. 


(2) Where tangible capital assets are , 


irt of, or function as, an organizational 
nit whose costs are charged to other 
st objectives based on a measure of the 
rvices provided by the organizational 
nit, the depreciation cost of such assets 
1all be included as part of the cost of 
ie organizational unit. 

(3) Depreciation costs Which are not 
located in accordance with paragraph 
» (1) or (2) of this section shall be 
cluded in appropriate indirect cost 
Jols. 

(4) The gain or loss which is recog- 
ized upon disposition of a tangible 
ipltal asset, where material in amount, 
1all be allocated in the same manner as 
1e depreciation cost of the asset has 
2en or would have been allocated for the 
st accounting period In which the dis-~ 
sition occurs. Where such gain or loss 

not material, the adiustment may be 
icluded in an appropriate Indirect cost 
00]. 


109.50 Techniqnes for application. 


(a) Determination of the appropriate 
spreciation charges Involves estimates 
oth of service life and of the likely con- 
umption of services In the respective 
st accounting periods included in such 
fe. Many of the same factors are to be 
msidered In selecting service life esti- 
ates and in selecting depreciation 
iethods. Both physical and economic 
actors should be considered. The follow- 
ig are the factors which may be taken 
ito account: quantity and quality of 
<pected output, and the timing thereof; 
osts of repair and maintenance, and the 
ming thereof; potential standby use- 
iulness; and technical or economic obso- 
scence of the asset (or group of assets), 
r of the product or service it is involved 
1 producing. 

(b) Depreciation of a tangible capital 
sset shall begin when the asset and any 
thers on which Its effective use depends 
re ready for use in a normal or accept- 
ble fashion. However, where partial 
tilization of a tangible capital asset is 
jentified with a specific operatlon, de- 
reciation shall commence on any por- 
ion of the asset which is substantlally 
ompleted and used for that operation. 
lepreciable spare parts which are re- 
uired for the operation of a tangible 
Apital asset shall be accounted for over 
he service life of the asset. 

(c) A consistent policy shall be fol- 
wed in determining the depreciable 
ost to be assigned to the beginning and 
nding cost accounting pertods of asset 
se. The policy may provide for any 
easonable starting and ending dates in 
omputing the first and last year de- 


reciable cost. 
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(d) Tangible capital assets may re 
accounted for by treating each Individ- 
ual asset as an accounting unit, or by 
combining two or more assets as a Ssingie 
accounting unit, provided such treat- 
ment ls consistently applied over the 
service life of the asset or group of 
assets. 

(e) Estlmated service lives initlally 
ectablished for tangible capital assets 
(or groups of assets) shall be reasonable 
approximatlons of thelr expected actual 
periods of usefulness, considering the 
factors mentioned In paragraph (a) of 
this sectlon. 

(1) The expected 2actual periods of 
usefulness shall be those periods which 
are supported by records of either past 
retlrement or withdrawal from active use 
(and retention for standby or incidental 
use) for like assets (or groups of assets) 
used In similar circumstances appro- 
priately modified for specifically lden- 
tified factors expected to influence fu- 
ture lives. The factors which can be used 
to modify past experience include: 

({) Changes In expected physical use- 
fulness from that which has been experi- 
enced such as changes In the quantity 
and quality of expected output. 

(ii) Changes in expected economic 
usefulness, such as chenges in expected 
technical cr economic obsolescence of 
the asset (or group of assets), or of the 
product or service produced. 

(2) Supporting records shall be main- 
tained whlch are adequate to show the 
age at withdrawal from active use ‘and 
retention for standby or incidental use? 
or at retlrement for a representative 
sample of such assets for each significant 
category. Whether assets are accounted 
for individually or by groups, the bacis 
for estimating service life shall be pred- 
icated cn supporting records for either 
individual assets or any reasonable 
ryrouping of assets as long as that basis 
is consistently used. The burden shall 
be on the contractor to justify estimated 
service lives which are shorter than such 
experienced lives. 

(3) The records required in paragraph 
(d) (1) and (2) of this sectlon, if not 
available on the date when the require- 
ments of this Standard must first be fol- 
lowed by a contractor. shail be developed 
and be available following the second 
fiscal year after that date and thereafter 
as a basis for subsequent estimates of 
service lives. Estimated service ilves used 
for financial accounting purposes if not 
unreasonable under the criteria specified 
In (d) (1) of this section, shall be used 
until adequate supporting records are 
available. 

(4) Estimated service llves for tangible 
captial assets for whlch the contractor 
has no prior experience for similar as- 
sets shall be established based on a2 pro- 
jection of the expected actual period of 
usefulness, but shall not be less than 
asset guideline periods established for 
asset guidellne classes under the Rev- 
enue Procedure 72-10 published by the 
Internai Revenue Service, and any addi- 
tions, supplements or revisions thereto, 
which are in effect as of the first day of 
the cost accounting period In which the 
assets are acquired. 


WAS 


(f{) The contracting parties may agree 
on the estimated service life of Individual 
tangible capital assets where the special 
purpose for which the equipment was 
acquired or other special clrcumstances 
warrent a shorter estimated service life 
than the life determined In accordance 
with paragraph (d) of this section. 

(g)(1) The method of depreciation 
used for financlal accounting purposes 
shall be used for contract costing unless 
(1) such method does not reasonably re- 
flect the expected consumption of serv- 
ices for the tangible capltal asset (or 
group of assets) to which appiled, or (ii) 
the method is unacceptable for Federal 
income tax purposes. If the contractor’s 
method of depreciation used for finan- 
clal accounting purposes does not rea- 
sonably reflect the expected consumption 
of services or is unacceptable for Fed- 
eral income tax purposes, he shall estab- 
lish a method of depreciation for contract 
costing which meets these criteria, in 
accordance with paragraph (g)(3) of 
this section. 

(2) After the date of tnitial applica- 
bility of this Standard, selection of meth- 
ods of depreciation for newly acquired 
tangible capital assets, which are differ- 
ent than the methods currently belng 
used for like assets In slmilar clrcum- 
stances, shall be supported by projections 
of the expected consumpilon of services 
of those assets (or groups of assets) to 
which the different methods of deprecia~ 
tion shall apply. Support in accordance 
with paragraph (g)(3) of this section 
shall be based on the expected consump- 
tion of services of either individual as- 
sets or any reasonable grouping of assets 
as long as the basls selected for grouping 
assets ls consistently used. 

(3) The expected consumption of asset 
services over the estimated service life 
of a tangible capitai asset (or group of 
assets) ts Influenced by the factors men- 
tioned In paragraph (a) of this section 
which affect either potential activity or 
potential output of the asset (or group 
of assets). Thes? factors may be meas- 
ured by the expected activity or the ex- 
pected physical output of the assets, as 
for example: hours of operation, number 
of nperatlons performed, number of 
units produced, or number of mlles 
traveled. An acceptable surrogate for 
expected activity or output might be a 
monetary measure of that activity or 
output such as estimated iabor dollars, 
total cost Incurred or total revenues gen- 
erated by use of tangible capitai assets 
to the extent that such monetary meas- 
ures can reasonably be related to the 
usage of specific tangible capital assets 
(or groups of assets). In the absence of 
reliable data for the measurement or 
estimation of the consumption of asset 
scrvices by the techniques mentloned, the 
expected consumption of services may 
be represented by the passage of time. 
The appropriate method of depreclatlon 
should be selected as follows: 

(1) An accelerated method of deprecia- 
tlon {gs appropriate where the expected 
consumption of asset services its slgnifi- 
cantly greater In early years of asset 
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e straight line method of de- 
1} is appropriate where the ex- 
msumption of asset services is 
y level over the aervice Life of 
(or group of assets). 
e estimated service Life and 
f depreciation to be used for an 
‘complement of low-cost equip- 
il be based on the expected con- 
of services over the expected 
2 of the complement as a whoie 
not be based on the Individual 
ch form the complement. 
imated residual values shall be 
od for all tangibie capital assets 
Ss of assets). For tangible per- 
perty, only estimated residual 
lich exceec. ten percent of the 
d cost of the asset (or group 
ped be used in establishing de- 
costs. Where the declining bal- 
10d of depreciation or the class 
depreciatlon range system is 
residual value need not be de- 
‘om capitalized cost to deter- 
reciable costs. No depreclation 
. be charged which would sig- 
reduce book value of a tangible 
set (or group of assets) below 
al value. 
imates of service life, con- 
of services, and residual value 
eexamined for tangible capital 
groups of assets) whenever cir- 
es change significantly. Where 
re made to the estimated serv- 
»sidual value, or method of de- 
i during the life of a tangibie 
sset, the remaining depreciable 
cost accounting purposes shall 
i to the widepreciated cost of 
3 and shall be assigned only to 
sxccounting period in which the 
iS made and to subsequent 


Gains and losses on disposition 
le capital assets shall be con- 
s adjustments of depreciation 
viously recognized and shall be 
Oo the cost accounting period In 
position occurs. The gain or loss 
sset disposed of is the difference 
fhe net amount realized and its 
lated baiance. However, the gain 
gnized for contract costing pur- 
il be limited to the dlfference 
the original acquisition cost of 
and its undepreciated balance. 
ins and losses on the disposition 
le capital assets shall not be 
d where: (1) Assets are grouped 
gains and losses are processed 
the accumulated depreciation 
(li) the asset is given tn ex- 
$s part of the purchase price of a 
sset and the gain or loss is In- 
computing the depreciable cost 
w asset, or (ili) the disposition 
‘om an invoiuntary conversion 
asset is repiaced by a similar 
the last case the gnin or loss 
included in computing the de- 


cost of the new asset. 

e contracting parties may agree 

tment of gains and losses aris- 
mass or extraordinary dispo~- 
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(4) Gains and losses on disposition of 
tangible capital assets transferred in 
other than an arms-lJength transaction 
and subsequently disposed of within 12 
months from the date of transfer shall 
be assigned to the transferor. 

(1) Where, in accordance with Sectlon 
409.40(b) (1), the depreclation costs of 
like tangible capital assets used for simi- 
lar purposes are directly charged to cost 
objectives on the basis of usage, average 
charging rate shall be estabiished for 
such assets. Any variances between totai 
depreciatlon cost charged to cost objec- 
tives and total depreciation cost for the 
cost accounting period shall be accounted 
for in accordance with the contractor’s 
established practice for handling such 
variances. 

(m) Practices for determining depre- 
ciation methods, estimated service lives 
and estimated residual values need not 
be changed for assets acquired prior to 
compliance with this Standard if other- 
wise acceptabie under applicable pro- 
curement regulations. However, any such 
changes must conform to the criteria es- 
tabiished in this Standard and may be 
effected on a prospective basis to cover 
the undepreciated balance of cost by 
agreement between the contracting par- 


ties pursuant to negotiation under (a) 
(4)(B) of the Contract Clause set out 
at § 331.50 of the Board’s regulations (4 
CFR 331.50). 


§ 409.60 Dlustrations. 


The following exampies are illustrative 
of the provisions of this Standard. 


(a) X. Y, and Z companies purchase iden- 
tical milling machines to be used for similar 
purposes. Industry data indicates that for the 
purpose for which the machines will be used 
the milling machines should have an estl- 
mated service life of 12 years. 

Company X estimates service life for tan- 
gibie capital assets on an Individual basis. 
Its experience with similar machines is that 
the average replacement period ts 14 years. 
Under the provisions of the Standard, Com- 
pany X shall use the estimated service life of 
14 years for the milling machine unless it 
can demonstrate changed circumstances or 
new circumstances to support a different 
estimate. 

Company Y estimates service life for tan- 
gible capita! assets by grouping assets of the 
same general Xind and with similar service 
lives. Accordingty, all machine toois are ac- 
counted for as a single group. The average re- 
placement Ilfe for machine tools for Company 
Y ts 12 years. In accordance with the provl- 
sions of the Standard. Company Y shall use 
a life of 12 years for the acqulsition unless it 
can support a different estimate for the entire 
group. 

Company Z estimates service life for tan- 
gible capita assets by grouping assets ac- 
cording to use without regard to service 
lives. Accordingly, ail machinery and equip- 
ment is accounted for as a singie group. The 
average replacement llfe for machinery and 
equipment in Company Z is ten years. [In 
accordance with the provisions of the Stand- 
ard, Company Z shail use an estimated serv- 
lee life of ten years for the acquisition unless 
It can support a differant estimate for the 
entire group. 

(db) Company X desires to charge deprecla- 
tton of the milling machime described in (a) 
directly to final cost objectives. Usage of the 
milling machine caa be measured readily 
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based on hours of operation. Contractor may 
charge depreciation cost directly on a unit of 
time basis provided he uses an average de- 
preciation charge for all iike milling ma- 
chines in the machine shop and charges 
depreciation for ail like milling machines 
directly to fimai cost objectives. 

(c) A contractor acquires, and capitallzes 
as an asset accountabiilty unit, a new lathe. 
The estimated service life is ten years for the 
lathe. He acqutres, and capitalizes as an 
original complement of low-cost equipment 
related to the lathe, a collection of tool 
holders, chacks, Indexing heads, wrenches, 
and the like. Replacements of these items 
will be made as needed and are expected to 
be expensed as acquired. The complement 
should be depreciated over an estimated 
service life of ten years. 

(d) A contractor acquires a test facllity 
with an estimated physical ilfe of ten years, 
to be used on contracts for a new program. 
The test facillty was acquired for $5 million. 
It ls expected that the program will be com- 
pieted in six years and the test facility ac- 
quired will not be required for other products 
of the contractor. Aithough the facility will 
last ten years, the contracting parties may 
agree in advance to depreciate the equipment 
over six years. 

(e) Contractor acquires a building by do- 
nation from its local Government. The 
building had been purchased new by an- 
other company and subsequently acqulred 
by the locait Government. Contractor capl- 
taltzes the building at Its falr vaiue. Under 
the Standard the depreciable cost of the 
asset based on that value, If otherwise allow- 
able, may be accounted for over its esti- 
mated service life and ailocated to cost ob- 
jectives im accordance with the contrac 
tor’s cost allocation practices. 

(f) A contractor has an established prac- 
tlee of reguiar reviews of service life estl- 
mates for significant Individual assets. A 
major item of equipment which was acqulred 
prior to the applicabtilty of this Standard 
was estimated. at acquisition, to have a serv- 
Ice life of tweive years. The first scheduled 
review of the service life estimate takes place 
after two years of service, during which time 
the Standard has become applicable to new 
asset acquisitions. The review resuits in A 
well-supported determination to shorten the 
estimated service life to a total of seven 
years. The remaining annual depreclation 
charges based on this particular asset will 
be appropriately Increased. This change is 
not a change of practice, but a correction of 
a numeric estimate. The requirement of Sec- 
tlon 409.60(1) does not apply, and no action 
pursuant to section (a) (4}(B) of the CAS 
clause is required. 


§ 409.70 Exemption. 


This Standard shall not appiy where 
compensation for the use of tangible 
capital assets is based on use allowances 
as provided for by the provisions of Fed- 
eral Management Circular 73-8 (Cost 
Principies for Educational Institutions) 
and Federal Management Cireuiar 74-4 
(Principles for Determining Costs Appli- 
cable to Grants and Contracts with State 
and Local Governments). 


§ 109.80 Effective date. 


(a) The effective date of this Cost Ac- 
counting Standard is [Reserved]. 

(b) This Cost Accounting Standard 
shall be followed by each contractor for 
all tangibie capital assets acquired on or 
after the start of his next fiscal year be- 
ginning after the receipt of a contract 
to which this Cost Accounting Standard 
is applicabie. 

ARTHUR SCHOENHAUT, 
Executive Secretary. 
[FR Doo.74-23076 Filed 10-2-74:8:45 am] 
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Title 4—Accounts 


CHAPTER !tl—COST ACCOUNTING 
STANDARDS BOARD 


SUBCHAPTER G—COST ACCOUNTING 
STANDAROS 


PART 400—DEFINITIONS 
Miscellaneous Amendments 


Section 400.l(a) ts amended by in- 
erting the following definitions aipha- 
etically. 


400.1 Definitions. 


(a) go ® e 

Residual value. The proceeds (iess re- 
10val and disposal costs, if any, realized 
pon disposition of a tangible capital 
sset. It usually is measured by the net 
roceeds from the sale or other disposi- 
on of the asset, or its fair vaiue if the 
sset is traded in on another asset. The 
stimaoted residuai value is a current 
recast of the residuai value. 


Service life. The period of usefulness 
f a tangible capital asset (or group of 
ssets) to its current owner. The period 
lay be expressed in units of time or 
utput. The estimated service life of a 
sngibie capital asset (or group of assets) 
} a current forecast of its service life 
nd is the period over which depreciation 
ost is to be assigned. 


44 Stat. 796, sec. 103 (50 U.S.C. App. 2168) ) 


ARTHUR SCHOENHADT, 
Executive Secretary. 


{FR Doc.76—2625 Filed 1-28-75; 8:45 am] 





PART 409-——COS?t ACCOUNTING 
STANDARD 


Depreciation of Tangibie Capitai Assets 


The Standard on Depreciation of Tan- 
ible Capital Assets belng published 
day is one of a serles being promul- 
ated by the Cost Accounting Standards 
oard (CASB) pursuant to sec. 719 of 
te Defense Production Act of 1950, as 
mended (Pub. L. 91-379, 50 U.S.C. App. 
168), which provides for the develop- 
lent of Cost Accounting Standards to 
@ used in connection with negotiated 
ational defense contracts. 
On February 27, 1973, the Board pro- 
iulgated a Standard on Capitalization 
f Tangibie Assets. At that time the 
oard described its work to date in the 
rea of fixed asset accounting in- 
luding studies of practices used for 
oth capitalization and depreciation. 
he responses to an issues paper and 
questionnaire which were used in 
1e development of the capitalization 


tandard were also useful in the de- 


velopment of the Standard being pro- 
mulgated today. A preliminary draft 
of the Cost Accounting Standard on 
Depreciation of Tangible Capital Assets 
was widely distributed In March 1973 for 
informal comment by interested parties. 
The Board’s further consideration of the 
issues related to deprtciation has been 
significantly enhanced by the responses 
received from well over 100 respondents 
to that informal proposal. 

The Board’s research into fixed asset 
accounting practices included a survey 
of 107 profit centers selected to be rep- 
resentative of the diversity of firms to 
which Cost Accounting Standards apply. 
Reports on their fixed asset accounting 
practices and statistical information for 
& five-year period were received and 
analyzed. The Board was assisted in its 
deliberation by Information avaiiabie 
from the 1960 Treasury Department Sur- 
vey which provided the data base for the 
‘Asset Guideiine Lives’? used in Revenue 
Procedure 62-21 and data developed in 
an accounting research study performed 
for the American Institute of Certified 
Public Accountants. 


A Proposed Cost Accounting Standard 
dealing with depreciation was pubiished 
by the Board on June 11, 1974 (39 FR 
20505). After reviewing the responses to 
that publication, the Board revised its 
proposal. The revised version was pub- 
lished in the PeperaL Recister for Octo- 
ber 3, 1974 (39 FR 35678) . The Board sup- 
plemented both FeperaALt REGister publi- 
cations by sending copies of the FeperaL 
REGISTER material directiy to organiza- 
tions and Individuais who were expected 
to be interested. The Board recelved al- 
most 200 responses to the June 11 and the 
October 3 proposais. Comments were 
received from individual companies, 
Government agencies, professlonai asso- 
clations, industry associations, pubiic 
accounting firms, universities, and indi- 
viduais. All of these comments have been 
carefully considered by the Board. In 
addition, the Board Invited representa- 
tives of Government agencies, profes- 
Slonal accounting and Industry associa-~ 
tions, and defense contractors to attend 
Board meetings and discuss thelr views 
on the significant issues concerning de- 
preciation practices in Government con- 
tract costing. The Board takes this 
opportunity to express its appreciation 
for the helpfui suggestions and criticisms 
which have been furnished. The com- 
ments furnished by organizations and 
individuals have resuited in many 
changes in the Standard. 

The comments below summarize the 
major issues discussed by respondents in 
connection with both preliminary publi- 
cations. They expiain the major changes 


dob 


which have been made since the June 11 
proposal. 

(1) Economic Impact of the Standard. 
Many of the comments on the June 11 
and October 3 proposals were concerned 
with the economic impact of the Stand- 
ard. They cited such concerns as delays 
in cash flow, impact of inflation, incen- 
tives for modernization, and administra- 
tive cost of additionai recordkeeping re- 
quirements. 

The Board’s consideration of each of 
these primary concerns is dealt with In 
detaii in other sections of these prefatory 
comments. The Board has recognized the 
potential overall impact of the Standard 
as expressed in the comments received 
and has endeavored to estabilsh the 
needed guidance on depreciation account- 
ing with as ilttle disruption as possible 
to contractors and current contractual! 
relationships. 

The Standard provides for a phasing 
in of requirements over a period of time 
so that the principai Impact of the Stand- 
ard wili be a number of years in the 
future. The Standard applies only to as- 
sets acquired by a contractor after the 
beginning of its next fiscal year after re- 
ceipt of a CAS covered contract. If the 
Standard were to become effective six 
months after submission to Congress, ap- 
pilcation of any provisions of the Stand- 
ard to any newly acquired assets would 
be deiayed more than six months from 
date of promuigation and for most con- 
tractors at least 12 months. 

The Standard provides for a two-year 
period to deveiop records on past experi- 
ence to support estimates of service lives. 
The same period could be used to develop 
any necessary changes In accounting for 
fixed asset lives. The two-year period 
begins after required compilance with 
the Standard, and, therefore, most con- 
tractors would have at ijieast three years 
in which to apply the recordkeeping 
provisions for newly acquired fixed 
assets. 

For those contractors who use the two- 
year period to develop new estimated 
service lives, the effect of the use of those 
new estimates would begin on assets ac- 
quired in the fourth year after submis- 
sion of this Standard to Congress. In the 
fourth year and the next several years 
thereafter the impact of changes in cash 
flow because of changes in service life 
estimates would be minimal, since the 
difference in cash flow each year 1s the 
difference between depreciation amounts 
under the old and new estimates of serv- 
Ice jife for the newly acquired assets. The 
total impact on cash flow of changes in 
estimates of service ilfe would not occur 
until the full cycie of asset replacement 
is completed. In addition, the impact of 
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years in the future. 
sard’s opinion that the im- 
1omic and administrative 
» Standard is minimal and 
1e, provide for a more ap- 
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wlations have allowed con- 
ly on depreciation practices 
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accepted accounting prin- 
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The Board's research has indicated 
that the asset lives and depreciation 
methods selected by defense contractors 
under existing regulations may result {n 
an unduly accelerated allocation of de- 
preciation to the final cost objectives of 
eariler cost accounting periods in the 
life of a tangible capital asset. Contrac- 
tor representatives have expressed the 
view that the choices are typically ap- 
propriate in view of the uncertainties of 
Government contracting. These ‘ncer- 
tainties, however, have not precluded 
utilization of assets well beyond the short 
estImated service lives based on the IRS 
guideline periods. Other commentators 
were concerned that any Standard which 
would restrict cash flow wouid adversely 
impact profits. The Board has deter- 
mined that a Cost Accounting Standard 
is needed to provide more assurance that 
depreciation costs identifled with per- 
formance of negotlated defense contracts 
are appropriately measured. Considera- 
tion of risk and capital investment in the 
determination of the adequacy of profits 
is a poiicy question for the procuring 
agencies and not a cost accounting 
problem. 

(3) Method of Depreciation. Many of 
the comments received on depreciation 
method center on whether accelerated 
methods or straightline methods are 
more appropriate for contract costing 
purposes. The Board, however, believes 
that no particular method is necessarily 
appropriate for all contract cost ac- 
counting situations. The Board is estab- 
lishing criteria by which the method or 
methods appropriate In the _ specific 
Situation can be determined. 

Both the June 11 proposal and the 
October 3 revision provided’ that the 
method selected “shail reflect the ex- 
pected consumption of services in each 
accounting period.” This basic goal {s 
generally recognized as appropriate. 
Commentators have raised questions re- 
lating to the practical aspects of com- 
pliance with the basic goal. What kind of 
evidence shouid be avallable to support a 
selection of a depreciation method? Jn 
the absence of authoritative criteria for 
selection, contractors have had no need 
to support their choices. nor have they 
accumulated much experience in ccllect- 
ing evidence relevant to the consumption 
of services. Thus a requirement for sup- 
port of accelerated methods {s seen by 
some as a prohibition of the use of such 
methods. However, the proposals madc 
no distinction between an accelerated 
method or the straight-line method of 
depreciation in determining the quantity 
and quality of supporting evidence. The 
Board's proposals included descriptions 
of the techniques which should be used 
to determine appropriate methods for 
depreciation. The Board recognized the 
difficuity which might be experienced by 
contractors attempting to demonstrate 


the appropriateness of their choices. The 
Board’s proposals Inciuded. therefore, 
the provision that the method of de- 
preciation used for financial accounting 
purposes should generally be acceptable 
for contract costing. 


Ways 
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Representatives of the accounting pro- 
fession pointed out that there is strong 
economic motivation to choose rapid de- 
preciation write-off techniques where 
cost {s the basis for rricing and reim- 
bursement, as in the defense contracting 
environment. They say that this same 
motivation may not anrply to external fl- 
nancial accountirg for the same com- 
panies. Accordingly, they expect that any 
Cost Accounting Standard which re- 
quired that, in order to use a technique 
for contract costing. a company must 
use the same technique for financial ac- 
counting. might create an incentive to 
modify finoanclal accounting practices 
solely for the purpose of obtaining an 
advantage in confract pricing. Because 
of these considerations the Board would 
prefer not to bave its criteria primarily 
on practices used for external financial 
renorting. 

Most commentators have asserted that 
the depreciation methods now in use for 
external reporting purposes are appro- 
priate methods for contract costing, too. 
The Board believes that this is generally 
true, and !t further recognizes that a re- 
quirement to charge to a particular de- 
preciation method might result in sig- 
nificant cost to many confractors. In the 
belief that the methrds selected as ap- 
propriate for financial accounting are 
usuaily Intended to approximate the ac- 
tual consumption of services, the Board 
has provided for continuance of those 
methods where this {s a reasonable as- 
sumption. Therefore, in the October 3 
proposal the word “reasonahly” was used 
to modify the renuirement that the 
method of depreciation reflect the ex- 
pected consumntion of servires; this pro- 
vision is continued !n the Standard be- 
ing promulgated today. In those few 
cases where existing methods used for 
financial accounting purposes are obvi- 
ously poor representatives of the ex- 
pected pattern of consumption, and In 
any case when the contractor proposes tao 
change methods, the choice shouid be 
made on the basis of a reasonable ex- 
pectation of the future pattern of con- 
sumption of services In accordance with 
the criterfa provided In this Standard. 

It has been asserted that some assets 
purchased for Government contract pur- 
poses are used on an intermittent basis 
with periods of use and perinds of non- 
use following one annther !In a pattern 
that fits neither the classical accelerated 
nor straight-line models and that does 
not conform wifh the active-standby 
dichotomy. “The pattern of consumntion 
of services” for such an asset ts difficult 
to determine either prospectiveiy or his- 
torically and is not necessarily dependent 
soiely on use. 

In circumstances such as the foregn- 
ing, it is not the intent of the Board to 
introduce unrertalnty into contract ne- 
goti-tion and setticment by encouraging 
chailenge of contractors’ depreciation 
methods. If the method selected is also 
used for external financlai reporting and 
is acceptable for income tax purposes, 
the Board's expectation {s that it will be 


accepted. 
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(4) Service Lives. Depreciation ts to be 
harged during the perlod of estimated 
assefulness of a tangible capital asset. 
3ome commentators have expressed con- 

sern jest the Board not give appropriate 
‘ecognition to the importance of possible 
»ybsolescence in estimating the period of 
isefulness. The Board recognizes that for 
nany contractors the likelihood of obso- 
escence !s an important factor in esti- 
‘nating the period of usefulness, and has 
Jo provided in the Standard. 

| The June 11 proposal provided that 
sstimated service lives used for financial 
sccounting. where such lives reasonably 
represented expected usefulness, were to 
je used for contract costing. However, 
several commentators expressed concern 
shat the requirement to use financial ac- 
sounting lives would continue to influ- 
2nce the motivation of some financial re- 
porting entities to select for financial ac- 
counting purposes those practices which 
would be most advantageous for other 
purposes. The Board’s research showed 
that defense contractors often used minl- 
mum lives permitted for tax purposes for 
financial accounting rather than lives 
based on actual experience. Therefore, 
the October 3 revised proposal placed 
the primary reliance for estimation of 
service lives on records of the age of as- 
sets at disposal or withdrawal from ac- 
tive use. The proposal further provided 
that the historical data would be a base~ 
line for estimates of useful iife which 
could be adjusted based on expected 
changes in physical or economic lives. 

Contractors commenting on the Octo- 

ber 3 proposal pointed out that they have 
not been required to have records which 
would show the retention periods of as~ 
sets. Therefore, while most contractors 
have the basic information from which 
they could determine typical asset reten- 
tion periods, few contractors have made 
analyses or summaries of the informa- 
tlon available. Furthermore, they stated 
that contractors did not have records re- 
fiecting the withdrawal of assets from 
active use. THe contractors «xpressed the 
opinion that to develop such records 
would be costly. The Standard has been 
modified to provide that the development 
of records of asset withdrawal from ac- 
tive use be at the option of the con- 
tractor; however, it should be pointed out 
that such records could be additional 
support to reduce historical asset lives. 

The Standard also provides a two-year 

period for the development of analyses 
of historical asset iives. The Board be- 
Neves the two-year period should provide 
adequate working time to develop such 
analyses. The Standard does not pre- 
Scribe the nature of the analyses which 
should be performed, nor does it pre- 
Scribe the number of prior years to be 
analyzed or the extent of support neces- 
Sary; it recognizes.that the adequacy of 
records depends upon individual needs 
and circumstances. The Board belileves 
that most contractors have adequate rec- 
ords on asset retention. Estimates of ex- 
perlenced lives can be developed from 
these existing records on the basis of 
samples. Statistical sampling from exist- 
lng records or judgmental samples with 
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analyses to support a large portion of the 
dollar amounts involved may allow rea- 
sonable estimates in many cases with a 
relatively small sample. The Board ex- 
pects that contractors will develop suf- 
ficlent data to support the lives used and 
that procurement agencies will enforce 
this requirement in a reasonable manner. 

Several commentators criticized the 
October 3 proposal on the basis that it 
would engender disagreements about the 
impact of the physical and economic fac- 
tors recognized as appropriate to con- 
sider in relating actual past experience to 
expected future usefulness. The Board, in 
effect, places a burden of proof on the 
contractor who proposes that expected 
changes in physical and economic factors 
should be used to justify any specific re- 
duction in estimate from that supported 
by his records. 

The Board recognizes that many con- 
tractors would still be concerned not only 
about the concept of developing service 
life estimates from records of actual use 
but also about the risk of disagreements 
related to the appropriate adjustments 
to be made In relating actual past ex- 
perience to expected future usefulness. 
The Board believes that procurement 
agencies generally recognize the signifi- 
cance of the physical and economic fac- 
tors listed in the Standard. The Board 
encourages the procurement agencies to 
provide written guidance for use by fleld 
personnel, with the goal of making an 
effective transitlon from amortization 
periods derived from tax regulatlons to 
those based on reasonable estimates of 
actual usefui service. The staff of the 
Board will participate, if requested, in 
the development of appropriate guidance 
to fleld personnel. 

(5) Reliance on Internal Revenue 
Service. Many commentators, through- 
out the Board’s research process in the 
development of this Standard, have sug- 
gested that the Board should rely on the 
experience accumulated by the Internal 
Revenue Service. Under this general ap- 
proach the Board would be expected 
to concede that there is so much 
uncertalnty about depreciation that 
auditors should not ask for support 
of estimates from individual con- 
tractors, but shoud] accept for con- 
tract purposes the operation of a 
broad band of averages which have been 
developed for other purposes but which 
do deal with the same depreciation prac- 
tices. The Board has recognized that 
contract costing often deals with the 
same expenditures and the same prob- 
lems of allocation to time periods as are 
of Interest in !nmcome tax accounting. 
Tax regulations, however, are intended 
to achieve a variety of social goals quite 
foreign to the purposes of contract cost- 
ing. In this regard, the “Asset Guideline 
Periods,” first estabushed in 1962, were 
based on write-off periods substantlally 
shorter than actual average experienced 
lives and these perlods were subject to 
further reduction under the “Asset De- 
preciation Range System” in 1971. 

In addition, tax assessment and col- 
lection are continuous so that, except 
for differences in tax rates, shifts of in- 
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come or expense from one year to another 
generally do not have a significant effect 
on total tax paid over a perlod of time. 
However, similar shifts of cost from one 
year to another could have a decided 
impact on the costs chargeable to the 
Government on contracts with it. 

The Board has considered very seri- 
ously the issues which are related to its 
decision not to rely solely or necessarily 
on I.R.S. regulations with respect to 
depreciation. Early versions of this 
Standard placed some reliance ou I.R.8. 
regulations. However, spokesmen for con- 
tractors criticized the specific techniques 
used, including the difficulty of using 
lives shorter than those permitted by 
I.R.S., while representatives of the ac- 
counting profession tended to encourage 
less rellance on I.R.S. in any way. The 
Standard now being promulgated con- 
tinues to make IHimited use of I.RS. 
regulations for estimating service lives 
where more pertinent information 1s not 
available. 


(6) Beginning and Ending Perlods. 
Several commentators expressed con- 
cern that the proposed Standard (both 
the June 11 and October 3 versions, 
which were alike In thls regard) would 
not permit accounting conventions to 
be used for the beginnning and ending 
periods of asset use. The Standard per- 
mits the application of conventions (such 
as the half-year convention) where rea- 
sonable in the circumstances and con- 
Sistently followed. The Board sees no 
need for change In this respect. 


(7) Asset Groups. Some commentators 
felt that the June 11 proposal implied a 
desire by the Board for depreciation ac- 
counting on an asset-by-asset basis. The 
Board does not intend to force any 
changes in decisions reasonably made 
with respect to accounting in terms of 
groups or of individual assets. Since de- 
preciation is largely based on the applil- 
cation of estimates, when groups are used 
the estimates are intended to represent 
the average or typical experience for all 
individual assets in the group. The Octo- 
ber 3 proposal was modified to make 
clear the Board’s acceptance of group- 
ing practices In accounting for assets 
and in determining applicable deprecia- 
tion lives and methods. The Standard 
permits accounting for assets either in- 
dividually or in any reasonable grouping, 
provided that the accounting treatment 
is consistently applied. 

(8) Use Rates. In its June 11 proposai, 
the Board pointed out that the proposed 
Standard {s expected to be applied by 
contractors in situations where deprecia- 
tlon cost is a factor In determining equi- 
table charging rutes to be used as a basis 
for contract costing. For example, the 
development of rate schedules for con- 
struction plant and equipment and own- 
ership costs for comparison to lease or 
rental costs would be accomplished in 
conformance with the requirements of 
the proposed Standard. The proposed 
Standard also would have been required 
to be used by educational institutions tn 
determining amounts to be compensated 
for use of buildings, capital itmprove~ 
ments and equipment. 
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University commentators stated that 
yg colleges and universities recognize 
preciation in their accounting records. 
placement of capital assets is often 
ndled by special appropriations or by 
quests and other contributions. Fed- 
11 Management Circular 73-8 has pro- 
led for use allowances as recognition 
- the employment of capital assets on 
ntract work. 

A number of commentators have 
inted out that many educational insti- 
tions prefer the current use allowance 
stem even though they recognize that 
nventional depreciation accounting 
uld result in higher recognized costs. 
le most important reason stated !s that 
ep administrative cost and effort in- 
ived in establishing depreciation ac- 
unts would be significant. 

These comments have been persuasive. 
iiversities who choose not to incur the 
ditional administrative expense 
ould have an acceptable alternative 
sis for reimbursement for the use of 
ngibie canitai assets. The Standard has 
en modified to provide that it does 
t apply where FMC 73-8 use sllow- 
ces are a part of contract costs. How- 
er, the Standard does apply when- 
er depreciation accounting is used by 
. educational institution for a covered 
ntract. 

(9) Residual Value. Several commen- 
tors expressed concern that the pro- 
sed Standard defined “residual value” 
en though the only avaiJable numeric 
jue during the service life of an asset 
that for “estimated residual value.” 
se wording in the definition has been 
odified to clarify the Board’s recog- 
tion of this point. 

The proposal inciuded permission to 
sregard minor residual vaiues (those. 
ider ten percent of canitalized cost) 
determining a schedule of deprecia- 
on charges—until the net book value 
yproaches the residual vaiue. Some 
mmentators suggested that residual 
ines be ignored comnieteiv. Others sug- 
sted that they be permitted to depre- 
ate beyond actuai residual values be- 
wae of practicalitv considerations. 

The Board has severni times expressed 
s belief that the administration of Cost 
ccounting Standards should be reason- 
sie and not seek to deal with insignifi- 
ant amounts of cost. (See, for example, 
ie March 1973 “Statement of Onrerat- 
iz Policies, Procedures and Objec- 
ves.”) Except for depreciable real prop- 
rtv, there would usuaily be {ittle im- 
rovement in the accuracy of cost meas- 
rements if estimates of minor residual 
Anes were explicitly considered in es- 
‘bliching amounts to be derreciated. 
fowever, the Board cortinues to believe 
h°t the magnitude of the exrected 
Peic{uai value shou'd be considered for 
ach asset or for each group. If the es- 
imate ig greater than ten percent of 
aritalized cost or if it is avplicable to 
s~recieble real propertv it should be 
educted from the canitalized amount in 
“termining the depreciable cost. The 
tH -ndard has been modified to cinarify 
he anniicability of the ten percent mate- 
laiity rule to personal property only. 
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The June 11 proposal prohibited the 
charging of any depreciation amount 
which would reduce book value below 
residual value. Where fixed asset ac- 
counting is by groups, this provision was 
not intended to require separate iden- 
tification of the book vaiues and residual 
values of individual assets. For indlvidual 
assets, where actual residual vaiues are 
not material, the Board does not intend 
that such immaterial amounts be iden- 
tified. The criterion of materiality applies 
to all Board promulgations, and there- 
fore, the Board does not believe it neces- 
sary to restate it in every circumstance. 

(10) Gain or Loss. Both the June 11 
and October 3 proposais required that 
gain or loss on disposition of tangible 
capital assets be assigned to the cost ac- 
counting period in which disposition oc- 
curs. A number of commentators sug- 
gested that gain or loss on disposition, as 
an adjustment of depreciation previously 
recognized, should be assigned to the 
cost accounting periods and cost objec- 
tives to which the depreciation had been 
charged. This suggestion is conceptually 
sound but impractical to apply. The re- 
cords necessary to identify prior depre- 
ciation charges would be difficuit to 
maintain. In addition, where losses oc- 
cur on disposition, application of the 
cost to prior periods and cost objectives 
would often be preciuded because appii- 
cable contracts may have been closed or 
funding for the additional cost may not 
be available. Accordingly, the Board be- 
{leves it would be fair to both contractors 
and the Government to adjust for gain 
or ioss in the current cost accounting 
period. 

Commentators suggested that if ad- 
justment is to be made in the current 
cost accounting period, it should be 
made to some generai indirect cost pool 
so that adjustments could be absorbed 
by all work of the period. The Board be- 
{ieves, however, that—to the extent prac- 
tical—adjustments shouid be made to 
the same cost accounts to which the de- 
preciation cost of the asset had been or 
would have been allocated in that cost 
accounting period. To the extent that 
depreciation cost is assigned to individ- 
ual departments or cost centers, so 
should the adjustments to depreciation 
resulting from the disposition of assets. 

Commentators expressed the opinion 
that gains on disposition of assets in to- 
day’s economy are often the result of In- 
flation and not adjustments of depre- 
ciation expense. The Board recognizes 
that assets heid for long periods, espe- 
cially real property, may be disposed of 
for amounts in excess of net book value. 
The gain may lave been caused by any 
of several factors, including the rising 
general price fevei. In some situations it 
may be arguabie that the gains shouid 
not be considered as corrections to pre- 
vious depreciation charges. The Board 
and others in the accounting profession 
are examining new techniques to deal 
with accounting for inflation. However, 
accounting for cost on an historical basis 


is now generally accepted and until the 
new techniques are developed and ac- 
cepted, the Board does not see a practical 


way to differentiate those zains deemed 
by some to be based on inflation from 
those resulting from excessive deprecia- 
tion charges. Because the Standard ap- 
piles only to assets acquired after the 
date when the Standard must first be 
followed by a contractor, the impact of 
the Standard on recognition of gains or 
losses in some years in the future. At that 
time it is expected that guidance will be 
available on the appropriate treatment 
for price-level changes reflected in gains 
or losses from disposition of fixed assets. 

Current procurement regulations of 
Government agencies are not consistent 
in their provisions for gains and losses. 
A number of commentators were appar- 
entiy unaware of this diversity: they en- 
couraged the Board to leive the present 
situation alone. The existing procure- 
ment regulations have been carefuily 
considered and the Board believes that 
contract cost determinations will be {m- 
proved by more uniform treatment of 
such gains and losses. 

Several commentators were concerned 
that the treatment of gain or loss from 
involuntary conversion. while in agree- 
ment with the Federal income tax treat- . 
ment, differed from the generally ac- 
cepted financi2l accounting practice. The 
Standard has been chaneed to permit the 
contractor to use either basis in account- 
ing for involintery conversions. 

(11) Original Compiements. The 
Standard on Capitalization of Tangible 
Assets defined ard reauired the capitall- 
zation of original compiements of low- 
cost equipment. There has been some 
controversy over the appropriate write- 
off technique for such canitalized 
amounts. Informal staff proposals to re- 
quire amortization over the iife of the 
compiement. or of ‘he asset for which it 
has been required, were chailenged by 
contractors as being unreasorabie. The 
Board recognized the intensity of this 
feeling and the June 11 proposal In- 
ciuded a provision developed specifically 
to assign such costs among cost account- 
ing periods. 

Some commentators pointed out that 
the June 11 proposai for amortization of 
original compiements would have re- 
quired a practice which is not at ail com- 
mon and would be difficuit to impiement. 

The provisions of the proposal were 
modified for the October 3 version to 
require simply that an original compie- 
ment be treated as a tangible capital 
asset, and that the basic requirements of 
the Standard be appiled to it. Thus, the 
costs of each original compiement would 
be amortized over its period of expected 
usefulness, and in accordance with its 
pattern of expected usage, either sep- 
arately or as a part of an appropriate 
group. Comments received on the Octo- 
ber 3 version have suggested some mis- 
understanding of the principie tnvolved. 
Some additional fanguage has been 
added to the illustration on depreciation 
for original compiements in § 409.60(c) 
to further clarify the principle that an 
original compiement is a single asset and 
not a group of individual items. 

(12) Retroactive Lmpact of Changes. 
The Board called attention, in the 
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fication, to the conflict be- 
aspects of Opinion No. 20 
nting Principles Board and 
1t¢ proposed, in § 409.50(1), 
made in depreciation ac- 
ring the service fife of an 
position proposed by the 
of making changes appli- 
‘tively only, was approved by 
se who commented on the 
y few commentators asked 
rd agree with the financial 
Principle and insist upon 
mpact, even though this 
re reopening settied con- 
oard was not convinced that 
ment in custing accuracy 
m reopening settied con- 
merit the obvious adminlis- 
nvenience invoived. The 
therefore, not changed in 


-e Center Costs. The June 11 
ided that when depreciabie 
rt of an organizationai unfit 
ire charged to users on the 
ce, the depreciation cost of 
hould be inciuded as part 
of the orgdnizationai unit. 
f commentators expressed 
; the Standard might be 
require the assignment of 
eciation separately to each 
if unit which occupied a 
nm though the applicabie 
reciation might be only a 
mart of the total organiza- 
st. If an organizational unit 
‘tire building. and the de- 
st of that building is signifi- 
1 practicably be identified, 
depreciation cost should be 
, cost of the organizational 
mment to cost objectives on 
2rvice. If, however, the total 
cost of a building, which is 
, number of cost objectives, 

for as indirect cost and 
| on that basis would not 
stort the measurement of 

benefiting cost objective, 
ould be served by insisting 
panizationail unlt receive a 
re for building depreciation. 
nmentators were concerned 
agraph om service centers 
t the base or bases used for 
vice center costs to other 
eg. Nothing in that para- 
ided to jimit or prescribe the 
3 used for charging service 


of Capital. Many commen- 
pointed out that the re- 
> be imposed by the Stand- 
iit, on assets acquired after 
date, in fess depreciation 
iriier years of asset life. The 
wdown in recovery of funds 
Ointed out, have an adverse 
he profitability of defense 
any of the comments seek 
id write-off as a partial off- 
sts of canital actually in- 
not directly recognized in 
‘ing. 
3e of this Standard is to pro- 
measurement and allocation 
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of depreciation cost. Accounting practices 
used for these functions should be justi- 
fled on the basis of their effectiveness for 
such measurement and ailocation. They 
should not be justified on the basis of 
problems identified with other aspects 
(e.g., profitability) of defense coritracts. 

The Board has no authority to extend 
itseif into the area of profitability of de- 
fense contracts. This is a matter for the 
procuring agencies. In this regard, cur- 
rent procurement regulations provide 
guidance with respect to negotiating pro- 
posed profits; this guidance includes 
some implicit recognition of the cost of 
capital. The Board believes that ac- 
counting for the costs of capital and 
determining equitable measures of profit 
are issues separate from depreciation ac- 
counting and these issues cannot be re- 
soived effectively by adoption of any 
particular depreciation practices. 

(15) Modernization and Pubiic Policy. 
Many cominentators have pointed out, 
throughout the process of developing this 
Standard, that no Cost Accounting 
Standard should be adopted if it would 
interfere with public policy to encourage 
investment in facilities which might pro- 
vide a more modern, more effective 


industrial mobilization base. The Board - 


favors appropriate improvements in the 
physicai facillties used In performance of 
negotiated defense contracts; its pur- 
pose however does not inciude such 
public poiicy decisions as the introduc- 
tion or continuation of incentives to 
encourage investment in certain classes 
of assets. This Standard is being pro- 
mulgated for the purpose of improving 
the measurement and aliocation of de- 
preciation on acquired assets. The 
Board does not believe that this purpose 
is inconsistent with or a deterrent to 
effective plant modernization. 

(16) Inflation Accounting. Some com- 
mentators were concerned with the effect 
of inflation in depreciation accounting. 
They suggested that this Cost Account- 
ing Standard should provide for the use 
of replacement cost or current vaiue 
rather than historical cost as the basis 
for determining depret-abie amounts. 
Present Government procurement regu- 
‘ations as well as financial and tax ac- 
counting are based on hist@rical costs. 
Current inflationary trends, howevcr, 
suggest that more attention should be 
given to the ‘mpact of inflation on estab- 
lished accounting concepts. 

The Financial Accounting Standards 
Board (FASB) is considering this sub- 


ject. The FASB issued an Exposure Draft. 


on “Financial Reporting in Units of Gen- 
erai Purchasing Power’’ on December 31, 
1974. The CASB Is aiso studying the 
subject. 

The cost impact of this Standard for 
most contractors {s some years in the 
future. The Standard is required to be 
foiiowed by contractors at the start of 
their next fiscal year after receipt of a 
covered contract requiring compliance 
with this Standard. The Standard pro- 
vides for a two-year period after re- 
quired compiiance to accumulate neces- 
sary supporting records. The require- 
ment of the Standard for determining 
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lives applics only to new assets acqulred 
after the necessary records are avail- 
able. Therefore, for most contractors 
implementation of the requirements of 
fife determination wiil apply only to 
new assets acquired in accounting pe- 
riods beginning January 1, 1978, or ijater. 

The Board sees this Standard as estab- 
lishing proper teciiniques for the meas- 
urement and aliocation of depreciation 
expense. The Board believes, therefore, 
that this Standard can properly be 
promuigated at this time. The subject 
of inflation accounting concerns not 
Only depreciation cost but ail costs, and 
will be deait with as part of the studies 
now in progress by both the CASB and 
the FASB. 

(17) Costs and Benefits. Comments 
received on the June 11 and October 2 
proposals indicated that there would be 
substantial administrative cost entailed 
in complying with this Standard. Part 
of the increased cost ts attributed to 
required changes in accounting prac- 
tices: a greater part is alleged to be 
related to increased controversy over 
the acceptability of current and pro- 
posed depreciation methods and lives. 

A number of the administrative prob- 
{ems described In the comments have 
been reduced or eliminated by changes 
to the Standard. The requirement for 
recordkeeping, however, Nas not been 
eliminated. As discussed above, the Board 
recognizes that for some companies addi- 
tional cost will be incurred to implement 
this aspect of the Standard. Also as dis- 
cussed above, there may be some one- 
time analyticai effort during the next 
two years to develop starting estimates 
of actuai retention periods. The Board 
believes that these administrative costs, 
when reasonably managed in light of the 
purpose to be served, are warranted by 
the iikelinood of better measurement of 
depreciation cost than has previously 
been available. 

The Standard does noc prescribe uni- 
form accounting treatment. It enunciates 
principles and criteria for the Imple- 
mentation of these principles, which 
wili achieve a practical degree of in- 
creased uniformity and consistency in 
fixed asset depreciation accounting tech- 
niques. In some cases, as for the deter- 
mination of estimated service life, the 
Standard requires the establishment of 
recards to achieve a better measurement 
of cost based on the manner itn which 
contractors manage their fixed assets. 

The benefits to be expected are better 
accounting for depreciation cost and 
enhanced ability to meet the responsi- 
bilities of the Government and of de- 
fense contractors to properiy account 
for the expenditure of public funds. The 
Board recognizes that some additional 
costs will be. incurred in obtaining com- 
pilance with this Standard. The benefits 
to be obtained are substantial, and the 
Standard contributes to fulfililng the 
Board’s obligation to seek improved ac- 
counting for defense contracts. 


There is also being pubilshed today 
(40 FR 4259) an amendment to Part 
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0, Definitions, to Incorporate: in that 
irt terms defined in § 409.30(a) of this 
wet Accounting Standard. 

Part 409—Cost Accounting Standard 
-preciation of Tanglibie Capital Assets 
added to read as follows: 


e. . 
General applicability. 

Purpose. 

Definitions. 

Fundamental requirement. 
Techniques for application. 
Nilustrationa, 

Exemptions. 

Effective date. : 
AUTHORITY: 84 Stat. 796, sec, 103 (50 U.S.C. 
»p. 2168). 


409.10 General Applicability. 


This Standard shall be used by defense 
ntractors and subcontractors under 
sderal contracts entered into after the 
fective date hereof and by all relevant 
aderal agencies In estimating, accumu- 
ting, and reporting costs in connection 
ith the pricing, administration, and set- 
2ment of all negotiated prime contract 
id subcontract national defense pro- 
irements with the United States in ex- 
ss of $100,000, other than contracts or 
bcontracts where the price negotiated 
based on (a) established cataiog or 
arket prices of commercial Items sold 
substantlal quantities to the general 
iblic, or (b) prices set by jaw or reguia- 
on. 


409.20 Purpose. 


The purpose of this Standard is to pro- 
de criteria and guidance for assigning 
ets of tangible capital assets to cost 
counting periods and for allocating 
ch costs to cost objectives within such 
riods in an objective and consistent 
anner. The Standard is based on the 
mcept that depreciation costs identified 
ith cost accounting periods and benefit- 
g cost objectives within periods shouid 
y a reasonable measure of the explra- 
on of service potential of the tangible 
sets subject to depreclation. Adherence 
this Standard should provide a sys- 
matic and rational flow of the costs of 
ngible capltal assets to benefited cost 
yJectives over the expected service lives 
the assets. This Standard does not 
ver nonwasting assets or naturai re- 
urces which are subject to depletion. 


409.30 Definitions. 


(a) The following definitions of terms 
hich are prominent in this Standard are 
printed from Part 400 of this chapter 
r convenience. Other terms which are 
ed in this Standard and are defined in 
art 400 of this chapter have the mean- 
Bs ascribed to them in that part uniess 
1e text demands a different definition or 
te definition is modified in paragraph 
») of this section: 

(1) Residual value. The proceeds (less 
moval and disposal costs, if any) real- 
ed upon disposition of a tangibie capl- 
J asset. [8 usually is measured by the 
»t proceeds from the saie or other dis- 
ositlon of the asset, or its fair value if 
le asset Is traded in on another asset. 
he estimated residual value is a current 
recast of the residual value. 
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(2) Service life. The period of useful- 

ness of a tangibie capital asset (or group 
of assets) to its current owner. The pe- 
riod may be expressed in units of time 
or output. The estimated service Life of 
@ tangible capitai asset (or group of 
assets) is a current forecast of its service 
life and is the period over which depre- 
ciation cost is to be assigned. 
. (3) Tangible capital asset. An asset 
that has physical substance, more than 
minimal value, and Is expected to be heid 
by an enterprise for continued use or pos- 
session beyond the current accounting 
perlod for the services It ylelds. 

(b) The following modificatlons of 
definitions set forth in’ Part 400 of this 
chapter are appilcable to this Standard: 
None. 


§ 409.40 Fundamental Requirement. 


(a) The depreciabie cost of a tangible 
capital asset (or group of assets) shall be 
assigned to cost accounting periods in 
accordance with the following criteria: 

(1) The depreclable cost of a tangible 
capital asset shail be Its capitalized cost 
less its estimated residual value. 

(2) The estimated service life of a 
tangible capital asset (or group of assets) 
shall be used to determine the cost ac- 
counting periods to which the depreclabie 
cost will be assigned. 

(3) The method of depreclation se- 
jected for assigning the depreciable cost 
of a tangible capitai asset (or group of 
assets) to the cost accounting perlods 
representing its estimated service life 
shall reflect the pattern of consumption 
of services over the life of the asset. 

(4) The gain or ioss which is recog- 
nized upou disposition of a tangible capi- 
tal asset shall be assigned to the cost 
accounting period In which the disposi- 
tion occurs. 

(b) The annual deprec'ation cost of 
a tangibie capital asset (or group of as- 
sets) shall be allocated to cost objectives 
for which it provides service in accord- 
ance with the following criteria: 

(1) Depreciation cost may be charged 
directly to cost objectives only if such 
charges are made on the basis of usage 
and only if depreciation costs of all tike 
assets used for similar purposes are 
charged in the same manner. 

(2) Where tangibie cavitai assets are 
part of, or function as, an organizational 
unit whose costs are charged to other cost 
objectives based on measurement of the 
services provided by the organizational 
unit, the depreciation cost of such assets 
shail be inciuded as part of the cost of 
the organizational unit. 

(3) Depreciation costs which are not 
allocated in accordance with (b) (1) or 
(2) above shali be included in appropri- 
ate indirect cost poois. 

(4) The gain or loss which is recog- 
nized upon disposition of a tangible 
capital asset, where material in amount, 
shall be allocated in the same manner as 
the depreciation cost of the asset has 
been or wouid have been allocated for 
the cost accounting period in which the 
disposition occurs. Where such gain or 
ioss {s not material, the amount may be 


inciuded in an appropriate indirect cost 
pool. 


§ 409.50 Techniques for application. 


(a) Determination of the appropriate 
depreciation charges involves estimates 
both of service ilfe and of the likely pat- 
tern of consumption of services in the 
cost accounting periods included in such 
life. In selecting service life estimates 
and in seiecting depreciation methods 
many of the same physical and economic 
factors should be considered. The follow- 
ing are among the factors which may be 
tuken into account: quantity and quality 
of expected output, and the timing there- 
of; costs of repair and miintenance, and 
the timing thereof; standby or Incidental 
use and the timing thereof; and tech- 
Micali or economic obsolescence of the 
asset (or group of assets), or of the prod- 
uct or service It is involved In producing. 

(b>) Depreciation of a tangible capital 
asset shall begin when the asset and any 
others on which its effectlve use depends 
are ready for use in a normal or accept- 
able fashion. However, where partial 
utilization of a tangibie capital asset is 
identified with a specific operation, de- 
preciation shail commence on any por- 
tion of the asset which is substantially 
completed and used for that operation. 
Depreciable spare parts which are re- 
quired for the operation of such tangible 
capital assets shail be accounted for 
over the service ilfe of the assets. 

(c) A consistent policy shall be fol- 
lowed in determining the depreciable 
cost to be assigned to the beginning and 
ending cost accounting periods of asset 
use. The poilcy may provide for any 
reasonabie starting and ending dates in 
computing the first and iast year de- 
preciable cost. 

(d) Tangibie capital assets may be ac- 
counted for by treating each individual 
asset as an accounting untt, or by com- 
bining two or more assets as a single ac- 
counting unit, provided such treatment 
ls consistently applied over the service 
iife of the asset or group of assets. 

(e) Estimated service fives initially 
estabilshed for tangible capital assets ‘or 
groups of assets) shail be reasonable ap- 
proximations ef their expected actual 
periods of usefuiness, considering the 
factors mentioned in paragraph (a) of 
this section. The estimate of the expected 
actual periods of usefulness need not In- 
clude the additional period tangible 
capital assets are retained for standby 
or Incidentai use where adequate records 
are maintained which reflect the with- 
drawal from active use. 

(1) The expected actual periods of 
usefuiness shail be those periods whlch 
are supported by records of either past 
retirement or, where available, with- 
drawal from active use (and retention 
for standby or incidental use) for like 
assets (or groups of assets) used in 
simiiar circumstances appropriately 
modified for specificaity identified fac- 
tors expected to influence future fives. 
The factors which can be used to modify 
past experience include: 

(1) Changes in expected physical use- 
fuiness from that which has been experi- 
enced such as changes in the quantity 
and quality of expected output. 

(ii) Changes in expected economic 
usefulness, such as changes in expected 
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' economic obSoiescence of 
- group of assets), or of the 
rvice produced. 

rting records shail be main- 
1 are adequate to show the 
ament or, if the contractor 
at withdrawai from active 
ention for standby or Inci- 
for a sampie. of assets for 
ant category. Whether as- 
unted for individualiy or by 
basis for estimating service 
' predicated on supporting 
xperienced iives for either 
issets or any reasonabie 
assets as iong as that basis 
y used. The burden shall be 
ractor to justify estimated 
which are shorter than such 
ives. 

cords required in paragraph 
(2) of this section, if not 
the date when the require- 
; Standard must first be fol- 
ntractor, shail be deveioped 
, and historicai fixed asset 
be availabie foilowing the 
year after that date. They 
as a basis for estimates of 
f tangibie capital assets ac- 
eafter. Estimated service 
r financial accounting pur- 
ther accounting purpeses 
siation !s not recorded for 
ounting purposes for some 
tial organizations), if not 
-under the criterta specified 
_fe) of this section, shall be 
dequate supporting records 


ited service ijives for tangibie 
s for which the contractor 
bie data o> no prior experi- 
liar assets shall be estab- 
on a projection of the ex- 
1 period of usefulness, but 
ess than asset guideline pe- 
ange) established for asset 
asses under the Revenue: 
2-10 pubiltshed by the In- 
ue Service, and any addi- 
ments or revisions thereto. 
effect as of the first day of 
urTting period in which the 
quired. Use of this alterna- 
*e shall ceas- as soon as the 
; able to develop estimates 
propriately supported by his 
ice. 
ntracting parties may agree 
ited service life of individual 
tal assets where the unique 
vhich the equipment was ac- 
ther special circumstances 
1orter estimated service iife 
2 determined in accordance 
Pr provisions of this $ 409.50 
sre the shorter iife can be 
Tredicted. 
e method of depreciation 
ancial accounting purposes 
vounting purposes where de- 
not recorded for financial 
xurposes) shall be used for 
ting unless (i) such method 
sonabiy reflect the expected 
of services for the tangibie 
(or group of assets) to which 
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applied, or (ii) the method 1s unaccept- 
abie for Federal income tax purposes. If 
the contractor’s method of depreciation 
used for financial accounting purposes 
(or other accounting purposes as pro- 
vided above) does not reasonabiy reflect 
the expected consumption of services or 
ls unacceptabie for Federal income tax 
purposes, he shall establUsh a method of 
depreciation for contract costing which 
meets these criteria, in accordance with 
paragraph (f)(3) of this section. 

(2) After the date of initia! appli- 
cability of this Standard, seiection of 
methods of depreciation for newly ac- 
quired tangibie capital assets, which are 
different from the methods currently be- 
ing used for iike assets in similar cir- 
cumstances, shall be supported by projec- 
tions of the expected consumption of 
services of those assets (or groups of as- 
sets) to which the different methods of 
depreciation shail appiy. Cupport in ac- 
cordance with paragraph (f)(3) of this 
section shail be based on the expected 
consumption of services of either in- 
dividual assets or any reasonabie group- 
ing of assets as long as the basis seiected 
for grouping assets is consistently used. 

(3) the expected consumption of as- 
set services over the estimated service 
life of a tangibie capital asset (or group 
of assets) !s influenced by the factors 
mentioned in paragraph (a) of this sec- 
tion which affect either potential activity 
or potential output of the asset (or group 
of assets). These factors may be mens- 
ured by the expected activity or the ex- 
pected physical output of the assets, as 
for example: Hours of operation, number 
of operations performed, number of units 
produced, or number of miles traveled. 
An acceptable surrogate for expected 
activity or output might be a monetary 
measure of that activity or output gen- 
erated by use of tangibie capital assets, 
such as estimated labor doiiars, total cost 
incurred or totai revenues, to the ex- 
tent that such monetary measures can 
reasonably be related to the usage of spe- 
cific tangible capital assets (or groups 
of assets). In the absence of reliabie data 
for the measurement or estimetion of the 
consumption of asset services by the 
techniques mentioned, the expected con- 
sumption of services may be represented 
by the passage of time. The appropriate 
method of depreciation should be: se- 
lected as follows: 

(1) An accelerated method of depre- 
clation is appropriate where the expected 
consumption of asset services 1s signifi- 
cantiy greater in early years of asset life. 

(ii) The straight-line method of de- 
preciation is appropriate where the ex- 
pected consumption of asset services 
{gs reasonabiy ievei over the service life 
of the asset (or group of assets). 

(g) The estimated service life and 
method of depreciation to be used for an 
originai compiemen* of low-cost equip- 
ment shall be based on the expected con» 
sumption of services over the expected 
useful life of the compiement as a whole 
and shaii not be based on the Individual 
items which form the compiement. 

(nh) Estimated residual vaiues shall be 
determined for all tangibie capita] assets 
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(or groups of assets). For tangible per- 
sonal property, oniy estimated residual 
values which exceed ten percent of the 
capitalized cost of the asset (or group of 
assets) need be used in establishing de- 
preciable costs. Where either the de- 
ciining balance method of depreciation 
or the ciass iife asset depreciation range 
system is used consistent with the pro- 
visions of this Standard, the residual 
value need not be deducted from capital- 
ized cost to determine depreciable costs. 
No deprectation cost shail be charged 
which would significantiy reduce book 
value of a tangible capital asset (or group 
of assets) below its residual value. 

(i) Estimates of service iife, consump- 
tion of services, and residual value shail 
be reexamined for tangibie capital assets 
(or group of assets) whenever circum- 
stances change _ significantiy. Where 
changes are made to the estimated 
service life, residuai value, or method of 
depreciation during the life of a tangible 
capital asset. the remaining depreciable 
costs for cost accounting purposes shall 
be limited to the undepreciated cost of 
the assets and shall be assigned only to 
the cost accounting period in which the 
change is made and to subsequent peri- 
ods. 

(j) (1) Gains and iosses on disposition 
of taneibie capitai assets shail be con- 
sidered as adjustments of depreciation 
costs previously recognized and shail be 
assigned to the cost accounting pertod in 
which disposition occurs except as pro- 
vided in paragraphs (h)(2) and (3) of 
this section. The gain or loss for each as-~ 
set disposed of is the difference between 
the net amount realized, including in- 
surance proceeds in the event of invol- 
untary conversion, and its undepreciated 
baiance. However. the gain to be recog- 
nized for contract costing purposes shall 
be limited to the difference between the 
original acouisition cost of the asset and 
its undepreciated baiance. 

(2) Gains and iosses on the disposi- 
tion of tangible capital assets shail not 
be recognized where: (i) Assets are 
grouned and’such gains and iosses are 
processed through the accumulated de- 
preciation account, or, (li) the asset {s 
given in exchange as part of the pur- 
chase price of a similar asset and the 
gain or loss ts inciuded in computing the 
depreciable cost of the new asset. Where 
the disposition resuits from an involun- 
tary conversion and the asset is replaced 
by ‘a similar asset, gains’and losses may 
either be recognized in the period of dis- 
position or used to adjust the depreciable 
cost base of the new asset. 

(3) The contracting parties may ac- 
count for gains and iosses arising from 
mass or extraordinary dispositions In a 
manner which wiii resulf in treatment 
equitable to all parties. 

(4) Gains and losses on disposition of 
tangible capital assets transferred in 
other than an arms-length transaction 
and subsequently disposed of within i2 
months from the date of transfer shall 
be assigned,to the transferor. 

(k) Where, in accordance with § 409.40 
(b) <1), the depreciation costs of like 
tangibie capital assets used for similar 
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uposes are directly charged to cost 
ijectives on the basis of usage, average 
larging rates based on cost shall be 
tablished for the use of such assets. 
ay variances between total depreclation 
st charged to cost objectives and total 
*preciation cost for the cost accounting 
‘riod shall be accounted for In accord- 
ce with the contractor’s established 
actice for handling such variances. 
“() Practices for determining depre- 
atlon methods, estimated service iives 
ad estimated residual values need not 
2 changed for assets acquired prior to 
ymmpllance with this Standard {f other- 
4se acceptable under appiicable pro- 
urement regulations. However, tif 
nanges are effected such changes must 
onform to the criterla established in 
Als Standard and may be effected on a 
-rospective basis to cover the undepre- 
lated balance of cost by agreement 
-etween the contracting parties pursuant 
dD negotiation under (a)(4)(B) of the 
tontract Clause set out at § 331.50 of the 
soard’s regulations (4 CFR 331.50). 


409.60 LQWustrations. 


The following examples are illustrative 
f the provisions of this Standard. 

(a) X, Y, and Z companies purchase 
dentical milling machines to be used for 
Amilar purposes. 
| (1) Company X estimates service iife 
for tangible capital assets on a Indi- 

dual asset basis. Its experience with 
similar machines is that the average 
replacement perlod is 14 years. Under the 
orovisions of the Standard, Company =X 
shall use the estimated service life of 
14 years for the milling machine unless 
It can demonstrate changed circum- 
stances or new circumstances to support 
@ differerit estimate. 

(2) Company Y estimates service life 
for tangible capitai assets by grouping 
assets of the same general kind and with 
similar service lives. Accordingly, all 
machine tools are accounted for as a 
singie group. The average replacement 
life for machine tools for Company Y is 
12 years. In accordance with the pro- 
visions of the Standard. Company Y 
shall use a life of 12 years for the acqui- 
sition unless !t can support a different 
estimate for the entire group. 

(3) Company 2 estimates service life 
for tangible capitai assets by grouping 
assets according to use without regard 
to service lives. Accordingly, ail machin- 
ery and equipment is accounted for asa 
singlé group. The average replacement 
life for machinery and equipment In 
Company Z is ten years. In accordance 
with the provisions of the Standard, 
Company Z shall use an estimated service 
life of ten years for the acquisition un- 
less It can support a different estimate 
for the entire group. 

(b) Company X desires to charge de- 
precilation of the mililng machine de- 
scribed in (a) directly to final cost ob- 
jectives. Usage of the mililng machine 
can be measured readily based on hours 
of operation. Company X may charge de- 
preciation cost directly on a unlt of time 
basis provided he uses one depreciation 
charging rate for all like mulling ma- 
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chines in the machine shop and charges 
depreciation for aii such milling ma- 
chines directly to benefiting cost objec- 
tives. 

(c) Acontractor acquires, and capltal- 
izes as an asset accountability unit, a new 
lathe. The estimated service life is ten 
years for the lathe. He acquires, and 
capltalizes as an original compiement of 
low-cost equipment related to the iathe, 
a collection of tool holders, chucks, In- 
dexing heads, wrenches, and the like. 
Although individual items comprising the 
complement have an average life of six 
years, replacements of these Items will be 
made as needed and, therefore, the ex- 
pected useful life of the complement is 
equal to the Life of the lathe. An estl- 
mated service life of ten years should be 
used for the original complement. 

(d) A contractor acquires a test facil- 
lty with an estimated physical life of ten 
years, to be used on contracts for a new 
program. The test facility was acquired 
for $5 million. It is expected that the pro- 
gram will be completed in six years and 
the test facility acquired Is not expected 
to be required for other products of the 
contractor. Although the facility wili last 
ten years, the contracting partles may 
agree in advance to depreciate the facil- 
Ity over six years. 

(e) Contractor acqulres a building by 
donation from its local Government. The 
building had been purchased new by an- 
other company and subsequently ac- 
quired by the iocal Government. Con- 
tractor capitalizes the building at Its fair 
value. Under the Standard the deprecl- 
able cost of the asset based on that vaiue 
may be accounted for over its estimated 
service life and allocated to cost objec- 
tlves in accordance with contractor’s cost 
allocation practices. 

(f) A major item of equipment which 
was acquired prior to the applicability of 
this Standard was estimated, at acquisi- 
tlon, to have a service life of 12 years and 
a residual vaiue of no more than 10 per- 
cent of acquisitlon cost. After four years 
of service, during which time this Stand- 
ard has become appiicabie, a change in 
the production situation resuits in a well- 
supported determination to shorten the 
estimated service life to a total of seven 
years. The revised estimated residual 
value ts 15 percent of acquisition cost. 
The manual depreciation charges based 
on this particular asset will be appro- 
priately increased to amortise the re- 
maining cost, less.the current estimate of 
residual value, over the remaining three 
years of expected usefulness. This change 
is not a change of cost accounting prac- 
tice, but a correction of numeric esti- 
mates. The requirement of §$ 409.50(1) 
for an adjustment pursuant to section 
(a) (4) (B) of the CAS ciause does not 
apply. 

‘g) The support required by § 409.50 
(e) can, in all likelihood, be derived by 
sampling from almost any reasonable 
fixed asset records. Of course, the more 
complete the data in the records which 
are avallable, the more confidence there 
can be in determinations of asset service 
lives. The following descriptions of sam- 
pling methods are Illustrations of tech- 
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niques which may be useful even with 
limited fixed asset records. 

(1) A company maintains an inven- 
tory of assets in use. The company 
should seiect a sampling time period 
which, preferably, is significantly ionger 
than the anticipated life of the assets 
for which lives are to be established. 
Of course, the Inventory must be avail- 
able for each year in the sampiing time 
period. The company wouid then select 
a random sample of items In each year 
except the most recent year of the time 
period. Each item In the sample would 
be compared to the subsequent year’s 
Inventory to determine if the asset ls 
still in service; If not, then the asset 
had been retired In the year from which 
the sample was drawn. The ltem is then 
traced to prior year inventories to de- 
termine the year in which acquired. 


Note: Sufficient Items must be drawn in 
each year to assure an adequate sample. 


(2) A company malntains an itnven- 
tory of assets in use and aiso has a rec- 
ord of retirements. In thls case the com- 
pany does not have to compare the 
sample to subsequent years to determine 
if dlsposition has occurred. As in Exam- 
ple (1) above the sample items are traced 
to prior years to determine the year in 
which acquired. 

(3) A company malntains retirement 
records which show acquisition dates. 
The company shouid select a sampling 
time period which, preferably, ls sig- 
nificantly longer than the anticipated 
life of the assets for whlch lives are to be 
estimated. The company would then 
select a random sample of Items retired 
In each year of the sampling time period 
and tabulate age at retirement. 

(4) A company malntains only a rec- 
ord of acquisitions for each year. The 
comprny should seiect a random sample 
of items acquired In the most recent com- 
plete year and determine from current 
records or observations whether each 
itern ls currently in service. The acquisl- 
tions of each prior year should be sam- 
pled in turn to determine lf sample items 
are currently in service. This sampling 
should be performed for a time period 
significantiy longer than the antielpated 
life of assets for which the Ilves are to 
be established, but can be discontinued 
at the point at which sample items no 
longer appear In current use. From the 
data obtained, mortality tables can be 
constructed to determine average asset 
tife. 

(5) A company does not malntalin ac- 
counting records on fully depreciated 
assets. However, property records are 
maintained. and such records are re- 
tained for three years after disposition 
of an asset in groups by year of disposi- 
tion. An analysis of these retirements 
may be made by seiecting the iarger dol- 
lar items for each category of assets for 
which Ilves are to be determined (for 
example, at least 75 percent of the ac- 
quisition values retired each year). 
The cases cited above are only exam- 
ples and many other examples could have 
been used. Also in any example, a8 com- 
pany’s Indlvidual circumstances must be 
considered In order to take into account 
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possible biased results because of 
changes in organizations, products, ac~ 
quisition policies, economic factors, etc. 
The resuits from example (g)(5), for 
instance, might be substantially dis- 
torted if the three year period was un- 
usual with respect to dispositions. There- 
fore, the examples are illustrative only 
and any sampling performed in compii- 
ance with this Standard should take into 
account all relevant information to as- 
sure that reasonabie results are 
obtained. 


§ 109.70 Exemption. 


This Standard shall not appiy where 
compensation for the use of tangible 
capital assets is based on use ailowances 
as provided for by the provisions of 
Federai Management Circular 73-8 
(Cost Principles for Educational Insti- 
tutions), Federal Management Circular 
74—4 (Principles for Determining Costs 
Applicable to Grants and Contracts with 
State and Local Governments), or other 
appropriate Federal procurement regu- 
lations. 


§ 409.80 Effective date. 


(a) The effective date of this Cost 
Accounting Standard is [Reserved]. 

(b) This Cost Accounting Standard 
shail be followed by each contractor for 
ail tangible capitai assets acquired on or 
after the start of his next fiscal year 
beginning after the receipt of a contract 
to which this Cost Accounting Standard 
is applicable. 


ARTHUR SCHOENHAUT, 
Executive Secretary. 


{FR Doc.75-2626 Filed 1-28-75;8:45 am] 
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APPENDIX D: DCAA QUESTIONNAIRE 
OURS Ge thal nt SiMe VAI LABILITY AND 
CONTENT OF CONTRACIOR FIXED ASSET RECORDS 


1. Describe briefly the various types of fixed asset records maintained 
Byetiic contractor. 


2. Is the date of asset or asset group acquisition shown in the fixed 
asset records? 


A. All owned assets - 





Bee some owned asscuc eax ain. 
G. Nene : 


3. Is the date of asset or asset group disposition shown in the 
tered assec records? 


A. All owned assets : 
B. Some owned assets jeExXOL ain. 
C. None 


4, 1s the acaujsition cost for individual assets or asset proups 
shown in the fixed asset records? 


A. All owned assets ° 

B. Some owned assets xD La on. 

C. None ‘ 
5. The Standard provides that estimated service lives need not 
include the period when an asset or asset group is retained for 
Standby or incidental usage after the expiration of its useful 
life. lxplain briefly the extent the contractor's records show 
Mseuen information. 
6. Describe briefly the contractor's policy on the retention of 
fixed asset records. In your description, please indicate whether 
Significant data, such as asset acquisition dates, asset disposition 


dates, etc., are eliminated from the fixed asset records; 


A. After assets or asset groups are fully depreciated but prior 
sco Eetliirement. 


B. After assets or asset groups are retired. 
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7. Describe the status of the contractor's fixed asset records: 
A. Records are adequate to determine service lives. 


B. Records are available but require analysis to determine 
service lives. 


C. Records are unavailable. 
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APPENDIX E: THE SURVEY QUESTIONNAIRE 


8 June 1979 


Dear Corporate Controller: 


I am a graduate Student in financial management at the 
female rOStgraduate School. Enclosed is a brief questionnaire 
to collect data for a master's thesis concerning the impact of 
CoSt Accounting Standard #409 (Depreciation of Tangible Capital 
Assets) on the defense industry. 


The promulgation of this standard on depreciation (CAS #409) 
Myeeme Cost Accounting Standards Board in 1975 concluded extensive 
research and rewriting that included two exposure drafts in the 
Federal Register and subsequent Congressional review by committees 
of the Senate and House of Representatives. A review of defense 
Seg@eeaesOr and trade association responses to the exposure drafts 
and testimony given at the Congressional hearings indicated interest 
by a Significant segment of the defense industry. The purpose of 
my thesis and this questionnaire is to examine many of these issues 


and to assess the impact of CAS #409 to date. 


The enclosed questionnaire is designed to be completed at 
the corporate level and to reflect the views of industry. If you 
would like to amplify your answers or make additional comments, 
please attach continuation pages and make reference to the question 
to which comments apply. Responses will be held in strict confidence. 
ieesotee you that responses will be used only for the purpose of 
this research, that individual responses will not be made available 
fomemeeee, including representatives of UU. 53. Government agencies, 
and that results will be presented in tabulated form only and all 
references will be non-attributive. A return envelope is enclosed 
for your convenience. 


If you have any questions about this survey or the questionnaire 
or would like a copy of the survey results, please contact Jack Kline, 
SMC# 2214, Naval Postgraduate School, Monterey, California 93940, or 
call me at 408-649-2536 (leave message). 


In advance, I would like to thank you for your assistance in 
this research. 


Semeerely yours, 


Jee LINE 
LCDR SC USN 
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UEBSTIONNATRE TO ASSESS THE IMPACT 
OF COST ACCOUNTING STANDARD #409 
Oh oe PENOe ENDUS TRY 


RESPONDENT DATA: 


Please indicate the approximate amount of total annual Sales for 
your company in millions of dollars. 


50 Respondents $ 156.4 billion 


mireese indicate total sales to the U.S. Government in millions of 
genmlars. 


50 Respondents Sow es & opel aston al 


Please indicate the percentage of sales reported in response 2 that 
were CAS-covered prime contracts and subcontracts. 


* To 


Eiease indicate what percent of Ookshe Otesales to the Us. Ss. Govern-— 
ment 1s depreciation expense. Jo 


THE FOLLOWING QUESTIONS SOLICIT THE RESPONDENT'S OPINION REGARDING 
VARIOUS ASPECTS OF CAS #409 AS PROMULGATED. RESPONSES SHOULD BE 
feel tHt CONTRACTOR'S POINT OF VIEW. 


Please indicate the clarity with which CAS #409 communicates its 
requirement. (Circle one) 


Very Baainia tay Marginally Fairly Very No 
Clear (3) ee en cies) unetear (-) Opinion (0) 


Bueaesce indicate the effect on the control of cost during contract 
performance provided by CAS #409. (Circle one) 


Increased No Decreased No 
Bec «= CS? Brrect (19) Control  ¢1) Opinion (1) 


Please indicate the effect on the visibility of depreciation data 
provided by CAS #409. (Circle one) 


Increased (10) No (37) Decreased No 

felsi bility Et clea Visa amie Ly: (2) Orenbgulieyg! (0) 
Please indicate the effect of CAS #409 on the frequency of Contractor/ 
Government disagreements. (Circle one) 

Increased 1. No mn Decreased No : 
Frequency ie Effect ae Frequency (1) Opinion (3) 
Please indicate the effect CAS #409 has had or is expected to have 
Serconumact negotiation. (Circle one) 

Made (0) No (22) Made More wh No 

Basler aifect vg LER eo Opinion ‘*? 


Ss 





Please indicate the effect CAS #409 has had or is expected to 


feememeorm contract administration. (Circle one) 
Made No Made More No 
Easier (0) Effect (24) Diteiculo 2) Opinion (2) 


Please indicate the effect CAS #409 has had or is expected to have 
Siyeauditing. (Circle one) 


Made No Made More No 

@eeter (1) Effect (11) Difficult (37) Opinion (1) 
Please indicate the effect CAS #409 has had or is expected to have 
Sameemtract settlement. (Circle one) 

Made No Made More No 
Meemer (1) Effect (13) Delica use eS)) Opinion (2) 


THE FOLLOWING QUESTIONS RELATE TO YOUR COMPANY'S EXPERIENCE IN 
IMPLEMENTING THE STANDARD. 


Please indicate the method(s) of depreciation commonly used by 
memmemcompany for (a) defense contract costing, (bo) financial 
accounting and (c) income tax reporting before and after imple- 
mentation of CAS #409. Where more than one method of depreciation 
momusca, rank in order of Significance (for example 1,2,3). 


Note: Data reflects 











— see Peer: Pee niai Se 
Cos tine Accounting Reporting 

Depreciation Method Before Aiter Before After Before After 
Peas line sia mo iy en a on 
Declining balance 14 asa 13 mle: go5 et 
Sum-of-the-years digits 9 iO: i. mo oo Ee 
Machine hours ci a polews peel oe pO 
iaeeeOr production ‘Ca Oe ms - ae nos rosy 
Other 1 — el. SS ae ee 





If your answer to the previous question indicated a change in 
depreciation method, what was the approximate implementation cost? 


Only three respondents reported change SMS i gnivicant 


Prior to CAS #409 what method or procedure was used for determining 
useful life? (Check as many as applicable) 


10 Historical experience 
RO IRS asset "guideline lives" 
Engineering estimate 
tevestimate Of economic lire 


2 Other (Specify) 


on0A00Pf 
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a7. 


nS . 


19. 


When CAS #409 was promulgated, did your company have adequate 
records to calculate historical service lives or depreciable 


assets? Yesj4 £42No 34 
a. If not, what data were lacking? (Check all that apply) 


acquisition dates 

acolo 7; LOM sees ts 

record of standby or incidental use 
disposi blOnwe@akcs 

historical records not retained to permit 
statistical sampling 

other (specify) 


jm fol 
ON OWI 


(6) 


b. What were the approximate implementation costs of analyzing 
these records, if they existed, or developing them, if they 

Grd not exist?-. 
29 Respondents reported 


c. What are the estimated continuing annual costs of maintaining 


these records? 
23 Respondents reported Mean: $44 ,674Range :$1-500K 


d. Briefly describe the actions taken to develop the necessary 
recordkeeping to comply with the Standard * 


CAS #409 provides for adjusting historical service lives to 
reflect circumstances expected to influence and shorten future 
lives. Has your company modified service life estimates under 
fas provision? Yes l2 No 33. 


(a) If yes, what has been the basic criterion? 
(1) 3 Change in expected physical usefulness 
(2) 6 Change in expected economic usefulness 
(3) 3 Other (specify) 
(b) Has this been generally decenvab te to government contracting 
officers and auditors. Yesl4¥ No _ 


(1) If not, please comment is 





(c) In your opinion, have government contracting officers and 
auditors received adequate written guidance to_evaluate 
contractor service life estimates? Yes Nol9 


CAS #409 requires service lives of assets to te based on individual 
Gompany experience. In your Opinion, is this “tailored” approach 
more equitable than a fixed schedule of service lives app}icable 
momeall Contractors (for example, the IRS Guidelines)? Yes=¥_ No 31 


CAS #409 provides that unique assets that are expected to be 

Meernl only for 2 particular contract can have their service lives 
adjusted to reflect these circumstances. Has your experience to 
date with contracting agencies or auditors indicated any problems 


fern tis provision?  Yes_7 Pe 34 


sMean:$110,690 Range:$2-1; 500K 








NAA 
e 


Sm’ 
o 


meee conalrman Staats stated that the total impact on contractor 
Seon tlow “would not occur until the full cycle of asset replace- 
ment is completed." 


a. Will CAS #409, aS implemented, have the effect of reducing 
your company's cash flow? Yes 13 No 31 


(1) If yes, what is the estimated average annual dollar 


amount? 
9Respondents reported $ Mean:$3353K_ Range :$25- 


2500UK 


b. For your company, how many years will it require to complete 
Peetu cycle Of asset replacement”? hal 


CAS #409 was criticized as having a negative impact on profits, 
Capital formation and investment. Have subsequent changes to 
DoD profit policy (weighted guidelines) and CAS #414 (Cost of 
Money as an Element of the Cost of Facilities Capital) mitigated 
the impact of CAS #409 on profitability and cash flow? 


Yyes]5 No 31 


Though the requirements of CAS #409 were phased and asserted not 
to affect contracts until 1978, did the Standard have any negative 
impact on your company's capital budget and investment decisions 
when promulgated? Yes 2 No 44 


a. If yes, to date what 1s the estimated amount of investment 
not undertaken as a result of this Standard? $Not Quantified 


Has CAS #409 affected the proportion of new investments financed 
by internal cash flow as opposed to new external financing? 
Yes l No 46 


Have you required additional amounts of government owned facilities 
for contracts or do you intend to do so as a consequence of invest- 
ment disincentives in CAS #409? Yes 5 No 42 


a. Has the promulgation of CAS #409 caused your company to limit 
or reduce participation in Government contracts? Yes 2 No 44 


b. Has there been a reluctance or refusal by your smaller sub- 
Gengracstors tO participate in CAS=covered contracts as a 
result of this Standard? Yes 5 No 35 
Has your company experienced any disputes with procurement officials 
S@eauditors ag oe CLne implementation and compliance with CAS #409? 
Yes ©6 No & 


ae If yes, what is the general nature of the dispute? 
) 17. Recordkeeping requirements 

jeee. cervice Igte determination 

) Depreciation method 

) 


Be 
6 Other (specify) 
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